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Letter To Our Sharcholders

AN

Fiscal year 2004 was a year of significant achievement and recognitioﬁ.\
Our achievements include exceeding $100 million in revenues to ;
$104.4 million ~ a 33% growth over fiscal year 2003. As well, our
income from continuing operations grew 34% year over year.

We continue to grow cash and remain debt-free. Others have

begun to take note of our success and leadership.

Candela was the recipient of the Frost and Sullivan Product Quality
Leadership Award.

We received the Aesthbetic Trends and Technologies Editor’s Choice
Awards for:

* Best Laser for Acne: The Candela Smoothbeam®

* Best Non-Ablative Laser for Wrinkle Reduction: The
Candela Smoothbeam

e Best Laser for Facial Veins: The Candela Vbeam®

¢ Best Laser for Hair Removal: The Candela GentleLASE®

The Boston Globe ranked Candela within the top 10 for both
revenue and profit growth among the top 100 publicly held
companies in Massachusetts.

Also during the fiscal year, Dr. James C. Hsia returned to Candela as
Chief Technical Officer, and Mr. Deanis S. Herman was promoted to
Senior Vice President of North American Sales and Marketing. In the
spring, Dr. Eric F. Bernstein, a world-renowned dermatologist, joined
Candela’s Board of Directors.

In January, we announced a two-for-one stock split, creating greater
liquidity for our shareholders.

Next year, we expect to increase the penetration of our traditional
customer base. We expect to further expand our domestic and interna-
tional distribution channels, with particular emphasis on the People's
Republic of China. Further, we will continue the organic development
of new applications and products. During the year, we expect to
pursue both inorganic product application development, and expansion
outside of our core markets.

We are today the leader in our markets, but going forward, we must
raise the bar to increase our lead and continue to grow at the top and

bottom lines to further enhance shareholder value.

We thank you for your continued support.

Gerard E. Puorro
President & Chief Executive Officer
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Part1

Item 1. Business.

Candela Corporation is a pioneer in the development and commercialization of advanced aesthetic laser systems that allow
physicians and personal care practitioners to treat a wide variety of cosmetic and medical conditions including:

* vascular lesion treatment of rosacea, facial spider veins, leg veins, scars, stretch marks, warts, port wine stains and
hemangiomas

*  hair removal

* removal of benign pigmented lesions such as age spots, freckles and tattoos
* skin rejuvenation and wrinkles

* acne and acne scars

*  psoriasis

*  other skin treatments

Since our founding 34 years ago, we have continuously developed and enhanced applications of laser technology. In the mid-
1980’s we began developing laser technology for medical applications, and since that time have shipped approximately 7,000 lasers to
over 60 countries. Since the early 1990’s we have focused our organizational resources on developing laser technology for use solely
in the aesthetic and cosmetic laser industry. Our introduction of new dermatology/plastic surgery laser systems during the mid-1990°s
allowed us to expand rapidly in this area. Candela’s current product line offers comprehensive and technologically sophisticated
aesthetic and medical laser systems used by dermatologists, plastic surgeons and various other medical and personal care practitioners.
Candela’s product line includes the following innovative products:

*  GentleLASE® family of lasers for the treatment of unwanted hair and the treatment of vascular lesions, pigmented lesions and
wrinkles.

> Vbeam” for the treatment of vascular lesions and wrinkles.
*  ALEXLAZR™ for treating pigmented lesions and tattoos.
*  Smoothbeam™ diode laser, for non-ablative dermal remodeling of wrinkles and the treatment of acne and acne scars.

¢ C-beam™ pulsed dye laser for treatment of psoriasis and surgical scars.

The discretionary income of aging baby boomers continues to rise which creates new opportunities for Candela. This market
segment places a premium on good health and personal appearance, and has demonstrated a willingness to pay for health and cosmetic
products and services. The growing popularity of laser treatments among the general population is also spurring demand for
Candela’s products. Last year, Americans spent an estimated $8.3 billion on cosmetic procedures. Increasingly, lasers are proving an
attractive alternative for eliminating unwanted hair. The laser hair removal market has experienced significant growth over the last
several years.

The Company is dedicated to developing safe and effective products. Our aesthetic laser systems are further distinguished by
being among the fastest, smallest and most affordable in their respective markets. We believe that we have increasingly captured
significant market share because of these product attributes and we are committed to continual innovation to meet the needs of our
markets.

The Company was incorporated in Massachusetts on October 22, 1970. The Company subsequently reincorporated in Delaware
on July 1, 1985.




Industry Overview

Medical lasers use the unique characteristics of laser light to achieve precise and efficacious therapeutic effects, often in a non-
invasive manner. The precise color, concentration, and controllability of different types of laser light provide for the delivery of a
wide range of specialized treatments. First introduced in the 1960’s, the use of lasers for medical applications grew rapidly in the
1990’s as technical advances made medical lasers more effective and reliable. Medical lasers today are used for numerous types of
procedures falling into four broad categories: ophthalmic surgery, aesthetic and cosmetic procedures, general surgery, and dental
procedures. Candela competes solely within the growing market for lasers performing aesthetic and cosmetic procedures including:

* removal of unwanted hair from the face, legs, back, and other body areas

* treatment of rosacea, facial veins and leg veins, red birthmarks, scars, stretch marks, and warts
* facial rejuvenation and reduction in the appearance of fine lines and wrinkles

* removal of pigmented lesions such as age spots, freckles and tattoos

* treatment of acne and acne scars

*  treatment of psoriasis

* treatment of Nevus of Ota and melasma

Lasers produce intense bursts of highly focused light to treat skin tissues. A laser’s wavelength (color), energy level, spot size
and pulse width (exposure time) are optimized for the specific treatment. Hair removal and the treatment of various leg vein
malformations require the deepest laser penetration for successful treatment while scars and red birthmarks (port wine stains and
hemangiomas) require less laser penetration. Pigmented lesions such as sun spots, liver spots and tattoos are typically surface
conditions that require the least amount of penetration. Different conditions may require the use of different types of lasers, and an
active aesthetic and cosmetic practice addressing a broad range of laser procedures will need multiple lasers.

In the pioneeringryears of the cosmetic and aesthetic laser industry from the late 1980°s to the mid 1990’s, the market for laser
procedures was focused on vascular conditions such as port wine stains and hemangiomas and the development of treatments for
pigmented lesions, such as tattoos. Equipment available in this period tended to be expensive, slow, and bulky. In addition, laser
applications addressed the needs of relatively small patient populations, served by a narrow group of specialists.

The aesthetic and cosmetic laser industry is now in an era of broader-based growth. The major factors converging to drive this
growth are:

* the economics of practitioners in a difficult medical reimbursement environment
* the rising discretionary income of aging baby boomers

* the development of technology that allows for new, effective and economical procedures for conditions with large patient
populations

Aesthetic and cosmetic laser vendors, who are able to deliver lasers that are efficacious, cost effective, reliable, and easy to use,
will be well positioned to take advantage of such broader-based industry growth.

Managed care and reimbursement restrictions in the U.S. and similar constraints outside the U.S., such as socialized medicine, are
motivating practitioners to emphasize aesthetic and cosmetic procedures that are delivered on a private, fee-for-service basis. While
cosmetic procedures were once the domain of plastic surgeons and dermatologists, reimbursement reductions coupled with the reliable
revenue stream from private-pay procedures have piqued the interest of other specialties, including general practitioners, family care,
obstetricians and gynecologists, and general and vascular surgeons.



Key technical developments required for the broader cosmetic laser markets relate to ease-of-use, speed, lower costs, safety, and
effective elimination of undesirable side effects. These factors are critical for broader segments of practitioners who wish to build
aesthetic and cosmetic laser practices. These factors are also important for minimizing the disruption of a patient’s normal routine and
for building demand for procedures addressing very large patient populations.

Business Strategy

Candela continues to believe that a convergence of price, performance and technology is occurring in the aesthetic and cosmetic
laser industry, driving market expansion. We believe we have the necessary infrastructure in place to capitalize on this expansion.
Candela’s objective is to continue as the leading provider of aesthetic and cosmetic lasers by using its proprietary technology and
expertise in light and tissue interaction, as well as by developing market-oriented products that utilize related technologies. Our
business strategy is focused on the following goals:

* increase penetration of our traditional customer base
*  expand beyond our traditional customer base

* reduce product costs

¢ expand our direct domestic distribution channels

° expand our international distribution channels

°  continue investing in research and development to develop new applications that are efficacious, cost-effective, reliable and
casy to use

Increase Penetration of Our Traditional Customer Base. Our traditional customer base consists of dermatologists and plastic
and cosmetic surgeons. We believe that the affordability of our products will enable us to penetrate further into the dermatologist,
plastic and cosmetic surgeon markets. We believe that affordability has been a major obstacle preventing the remaining practitioners
from purchasing a laser. As competition for patients among practitioners increases, those practitioners with aesthetic and cosmetic
lasers will be able to differentiate themsetves.

Expand beyond our traditional customer base. As reimbursement rates dropped over the past several years, many primary care
physicians (family and general practice, OB/GYN) have begun to seek new services to offer to their patients. Cosmetic laser
procedures represent an ideal new service that is appealing to their patients, and adds a new “cash-pay” revenue stream to their
practice. Cosmetic laser procedures are safe, easy to perform. As more primary care physicians realize that these procedures are safe
and easy to perform, awareness of cosmetic laser procedures will continue to grow.

Reduce Product Costs. We apply bottom-up engineering, focusing on each component to improve the performance of each
device while reducing its size, complexity, and cost. We believe our approach leads to lasers with fewer parts and greater
manufacturing efficiency, resulting in lower production costs, which enables us to offer more reliable products at more affordable
prices.

Expand Our Direct Domestic Distribution Channels. North America presently represents almost 50% of our sales and is the
largest single geographic market for our products. We continue to upgrade our U.S. direct sales force to better address the needs of
our traditional core markets.

Expand Our International Distribution Channels. Outside of the U.S., we continue to strengthen our long-standing positions in
Europe and Japan and are seeking to expand our markets in Asia and Latin and South America. We currently have direct sales offices
in Madrid, Frankfurt, Paris, Bangkok, Osaka, Nagoya and Tokyo. Over the past year we increased the number and improved the
quality of our international independent distributor channel. We currently utilize 52 independent distributors in 64 countries.




Continue Investing in R&D. We believe that investment in research and development is necessary to remain a leader in the
aesthetic and cosmetic laser market. Our research and development approach is to develop high quality, reliable, and affordable
products that continue to address existing markets and allow us to enter and expand into larger markets, such as acne therapy. Our
research and development staff works closely with our marketing and operations groups to ensure our goals are met. Our strategy has
been to drive technology that is market applicable and addresses unmet needs in the marketplace. To that end, Candela will continue
to apply technologies to reduce the size and complexity of its technology and products, increase the speed and ease with which
therapeutic applications can be delivered, improve its ability to build and deliver lasers at affordable prices, and address expanding
therapeutic applications and markets. Candela has numerous research and development arrangements with leading hospitals and
medical laboratories in the U.S. and throughout the world.

The Market for Aesthetic and Cosmetic Lasers

Our traditional customer base for aesthetic and cosmetic lasers consists of dermatologists and plastic and cosmetic surgeons. In
addition, other practitioner groups are emerging as potential customers, including general practitioners, obstetricians, gynecologists,
and general and vascular surgeons. In the U.S., according to the American Medical Association and various professional societies,

_ there are approximately 10,000 dermatologists, 8,000 plastic and cosmetic surgeons and 11,000 ear, nose and throat specialists.
Practitioners in other specialties that are beginning to buy aesthetic and cosmetic lasers include 70,000 general practitioners, 35,000
obstetricians and gynecologists, and 28,000 general and vascular surgeons. In addition, the aesthetic and cosmetic laser market
includes non-medical practitioners, notably electrologists, of which there are an estimated 6,000 in the U.S.

The end markets for cosmetic laser procedures encompass broad and growing patient groups, including aging “baby boomers” as
well as younger age groups. According to the U.S. Census Bureau, at the end of 1998 the number of “baby boomers™ in the 35 to 54
age range was approximately 80 million, representing more than 29% of the total U.S. population. This large population group has
exhibited a strong demand for aesthetic and cosmetic procedures. We believe that as the cost of treatments decreases and the
popularity of laser cosmetic procedures such as hair removal increases, the target market for these procedures will expand beyond the
baby boomers to include a broad range of women and men aged 17 to 65. Demographic factors similar to the U.S. underlie the growth
of the aesthetic and cosmetic laser market outside of the U.S. as well.

Hair Removal. We believe that the great majority of the 108 million women over the age of 16 in the U.S. employ one or more
techniques for temporary hair removal from various parts of the body. Also, a growing number of men are removing hair by means
other than their daily shaving routine. A number of techniques are used to pull hair from the follicle including waxing, depilatories,
and tweezing. In the waxing process, a lotion, generally beeswax-based, is spread on the area to be treated and is then rapidly peeled
off, pulling out the entrapped hairs. Depilatories employ rotating spring coils or slotted rubber rolls to trap and pull out the hairs.
Tweezing involves removing individual hairs with a pair of tweezers. Pulling hair from the follicle produces temporary results, but is
often painful and may cause skin irritation. Depilatory creams, which contain chemicals to dissolve hair, frequently leave a temporary
unpleasant odor and may also cause skin irritation. Shaving is the most widely used method of hair removal, especially for legs and
underarms, but produces the shortest-term results. Hair bleaches do not remove hair, but instead lighten the color of hair so that it is
fess visible. A principal drawback of all of these methods is that they require frequent treatment.

Before the advent of laser hair removal, electrolysis was the only method available for the long-term removal of body hair.
:lectrolysis is a process in which an electrologist inserts a needle directly into a hair follicle and activates an electric current in the
ieedle, which disables the hair follicle. The tiny blood vessels in each hair follicle are heated and coagulated, presumably cutting off

ihe blood supply to the hair matrix, or are destroyed by chemical action depending upon the modality used. The success rate for
electrolysis is variable depending upon the skill of the electrologist and always requires a series of treatments. Electrolysis is time-
consuming, expensive and sometimes painful. There is also some risk of skin blemishes and a rising concemn relating to needle
infection. Because electrolysis requires that each hair follicle be treated separately and can only treat visible hair follicles, the
treatment of an area as small as an upper lip may require numerous visits at an aggregate cost of up to $1,000. The American
Electrology Association estimates that approximately one million people per year undergo electrology procedures. Although we
believe the large majority of all electrolysis treatments are for facial hair, the neck, breasts and bikini line are also treated. Because
hair follicles are disabled one at a time, electrolysis is rarely used to remove hair from large areas such as the back, chest, abdomen,
and legs. We believe lasers enable the practitioner to address a potentially larger market than electrolysis by treating a larger area of
the body more quickly and with better resuits.




We believe the market for laser-based hair removal is growing as the customer compares laser treatments to other hair removal
methods that are currently available. The benefits of laser treatment include:

* significant longer term cosmetic improvement

* treatment of larger areas in each treatment session

* less discomfort during and immediately after procedures
¢ reduced procedure time and number of treatments

* reduced risk of scarring and infection

* non-invasive procedures

* o risk of cross-contamination

Vascular Lesions. Benign vascular lesions are abnormal, generally enlarged and sometimes proliferating blood vessels that
appear on the surface of the skin as splotches, dots, bulges, and spider shapes in a variety of colors ranging from red to purple.
Different types of benign vascular lesions include the following:

*  rosacea, which is the dilation of capillaries in the cheeks, nose, forehead and chin

* telangiectasias, more commonly referred to as spider veins, appearing on the face and other parts of the body
*  varicose veins, which are large veins greater than 1mm in diameter and often bulge above the skin surface

¢ leg telangiectasias, which are smaller spider veins up to 1mm in diameter appearing as single strands

°  port wine stains, which are vascular birthmarks characterized by a red or purple discoloration of the skin ‘

° hemangiomas, which are protuberances that consist of dilated vessels, which often appear on newborns within one month of
birth

°  stretch marks and scars

Varicose leg veins typically result when damaged valves cause blood to stagnate rather than be pumped back to the heart, causing
the vein walls to stretch and bulge. Varicose veins affect a significant portion of the U.S. adult population and increase in prevalence
with age. To date, treatment for varicose veins has been predominantly performed on women. Other benign vascular lesions include
port wine stains, hemangiomas, and facial and truncal telangiectasias or spider veins. It is estimated that in 1997 there were
approximately 661,000 procedures performed in the U.S. to remove vascular lesions and the number of procedures increased to an
estimated 2.6 million in 2003 and worldwide procedures grew to an estimated 5 million in 2003.

Pigmented Lesions/Tattoos: Benign pigmented lesions can be both epidermal, on the outer layer of skin, and dermal, on the
innermost layer of skin, natural or man-made (tattoos), and can constitute a significant cosmetic problem to those who have them.
Laser treatment of pigmented lesions is primarily performed in international markets, especially in Asia.

Skin Rejuvenation: Skin rejuvenation is one of the fastest growing segments of the aesthetic laser market. A significant
percentage of the population suffers from fine lines and wrinkles or older looking skin as a result of the normal aging process. This is
the primary group of candidates for non-ablative laser treatment. While the market for skin rejuvenation is greatest in the U.S,,
significant opportunities abound in international markets where there is an aging demographic, such as Japan, or a high prevalence of
photodamaged skin, such as Australia and Latin/South America.

Acne: Patients have expressed dissatisfaction with existing therapies for acne and acne scarring. These therapies include the
following: dermabrasion, ablation, excision, chemical peeling and injections of filler materials. According to a direct survey of

patients, these therapies have minimal efficacy, require long recovery periods and, in most cases, do not meet patient expectations.
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The majority of acne scar patients that seek treatment decide not to undertake a procedure. A more effective alternative for acne
treatment is laser therapy. The Smoothbeam laser employs a combination of laser light at 1450 nm and cryogen spray to heat the
dermis, sebaceous glands, and associated structures within the dermis—without damaging the epidermis. The thermal injury alters the
structure of the sebaceous glands, the root cause of acne lesions, resulting in more effective and longer-lasting acne clearance. In the
treatment of acne scars, the laser initiates deposition of new collagen to raise depressions in the skin, reducing the appearance of acne
scars. Over a series of treatments, new collagen can fill in and soften the appearance of acne scars.

Psoriasis: The National Psoriasis Foundation estimates that psoriasis afflicts more than 7 million Americans and that between
150,000 and 260,000 new cases are diagnosed each year. Candela received FDA clearance in 2001 to market a pulsed dye laser for
the treatment of psoriasis. This laser specifically treats recalcitrant psoriatic plaque safely and effectively and began shipping during
fiscal year 2002.

Candela’s Products

We research, develop, manufacture, market, sell and service lasers used to perform procedures addressing patients’ aesthetic,
medical and cosmetic concerns. We offer a comprehensive range of products based on proprietary technologies. Our products focus
on the major aesthetic and cosmetic laser applications including:

*  hair removal

* non-invasive treatment of facial and leg veins and other benign vascular lesions
* treatment of rosacea

* removal of benign pigmented lesions such as age spots and tattoos

* treatment of scars and stretch marks

* wrinkle reduction

* treatment of acne and acne scars

* treatment of psoriasis

*  other skin treatments

Laser technology forms the basis for most of our products. Our patented technology uses thermal energy generated by an intense
pulsed laser light source to selectively eliminate unwanted skin blemishes without damaging the surrounding healthy tissue, and to
remove facial or other unwanted hair throughout the body. Candela’s objective is to remain as the leading provider of aesthetic and
cosmetic lasers by continually striving to develop smaller, faster, and less expensive devices. Candela has been a pioneer in the laser
industry. From the start, our mission has been to lead the way in the development of innovative laser products. Significant
innovations include:

Dynamic Cooling Device. The Dynamic Cooling Device (“DCD”) selectively cools only the top layer of the skin, while leaving
the targeted underlying hair follicle, vein or other structure at normal temperature. As a result, higher levels of laser energy can be
delivered during treatment, while minimizing thermal injury, pain, and the inconvenience associated with anesthetics. The design of
the hand-held DCD enables the practitioner to clearly see the area being treated, and the combined efficiency of the lasers and DCD
reduces the risks of over treatment. The DCD delivers just the right amount of cooling quickly and consistently. Currently, DCD is
available as an option on several Candela laser systems.

GentleLASE Family. The GentleLASE is a high-energy, long-pulse solid-state laser that generates laser light in the near infrared
wavelength range. It is used for both hair removal and the treatment of large (1mm or larger) leg veins. The technology incorporated
in the GentleLASE uses intense pulsed light energy directed through an Alexandrite rod, which achieves selective heating while
keeping the temperature of the skin below its damage threshold. The longer Alexandrite laser wavelength enables the GentleLASE to
penetrate skin surfaces deeper than traditional Ruby lasers, and the large spot size (18mm) is the industry’s largest. The basic
GentleLASE was recently re-introduced with new advanced features including a smaller, more transportable size.
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Hair removal typically requires three to five treatments to achieve efficacious results due to the growth cycle of hair follicles. A
typical treatment can range from approximately $200 for an upper lip and chin procedure to as much as $1,000 per treatment for the
back or chest.

The other systems of the GentleLASE family are the GentleLASE Limited Edition™, our most affordable hair removal laser, and
the GentleYAG™, a high energy long pulse Nd:YAG laser, designed for the removal of unwanted hair and leg veins for darker and
tanned skin. The GentleLASE and GentleYAG lasers are currently cleared to treat unwanted hair on all skin types, vascular and
pigmented lesions, and wrinkles.

Vbeam. The Vbeam delivers the safety and efficacy of the clinically proven pulsed dye laser (PDL) while minimizing the
problematic side effects of postoperative bruising, commonly referred to as purpura. It features Candela’s patented Dynamic Cooling
Device to protect the epidermis. The system comes in a choice of four colors, an industry first, and is priced very competitively. The
Vbeam provides treatment of facial spider veins, port wine stains, leg telangiectasias, hemangiomas, poikiloderma, rosacea, scars,
warts, stretch marks, vulvodynia, and other vascular abnormalities in aduits, children and infants. The Vbeam’s user-adjustable laser
pulse duration (0.45-40msec) features Candela’s ultra-long pulse duration, the longest offered in a dye laser. Most treatments of
vascular lesions cost between $300 and $800, depending on the length and the type of procedure. The combination of Vbeam and
GentleLASE offers the capability to treat a majority of leg veins in patients. A predecessor product to Vbeam, the SPTL-1b, is
currently marketed in Japan, pending Ministry of Health approval of the Vbeam. The Vbeam was initially cleared by the FDA for
marketing in the U.S. in January 2000, and has since received additional clearance for the treatment of wrinkles.

ALEXLAZR. The ALEXLAZR is a short-pulse solid-state laser, which emits near-infrared light for the non-invasive removal of
tattoo pigments and pigmented lesions such as freckles and Nevus of Ota, a bluish colored, non-vascular, pigmented lesion, generally
found among persons of Asian descent. The ALEXLAZR was cleared by the FDA for marketing for these uses in the U.S. in 1994.
The ALEXILAZR has a fiber optic delivery system that produces an even beam distribution without hot spots. Its wavelength
maximizes beam penetration, providing positive results with deeper pigments and is effective in the removal of most tattoo pigments.

Smoothbeam. Introduced in March 2001, the Smoothbeam diode laser heats collagen in the upper dermis, stimulating new
collagen deposition for the improvement of wrinkles and acne scars. The system is small, easily portable and available in four unique
colors to ideally complement the practice environment. Candela has received FDA clearance for the marketing of the Smoothbeam for
the treatment of wrinkles, acne, and acne scars. The Smoothbeam laser employs laser light at 1450 nm to heat the dermis, sebaceous
glands, and associated structures within the dermis in combination with cryogen spray to cool and protect the epidermis. The thermal
injury alters the structure of the sebaceous glands, the root cause of acne lesions, resulting in more effective and longer-lasting acne
clearance.

C-beam. Introduced in February 2002, the C-beam is a pulsed dye laser used for the treatment of psoriasis, wrinkles and surgical
scars. The system has a very low risk profile; moreover, it is small in size, affordable, and offers effective results from just a few
treatment sessions.

Sales and Distribution

We market and sell our products in more than 64 countries worldwide. Separate regional executives in North America, Latin and
South America, Japan, Asia, Europe and the Middle East manage our marketing, seiling and service activities through a combination
of direct personnel and a network of independent distributors.

The mix of direct sales and distributor sales varies by region. Generally, our distributors enter into a 2-3 year exclusive agreement
during which they typically agree not to sell our competitors’ products. Our sales strategy is to choose the most productive and '
practicable distribution channel within each of our geographic markets.

‘We sell products in the U.S. primarily through our direct sales force to our traditional customer base of dermatologists and plastic
and cosmetic surgeons. Outside the U.S. we sell our products in Western Europe, Japan, Latin and South America, the Middle East,
and the Pacific Rim through direct sales offices and distribution relationships. We have a total of 75 employees in our direct sales
offices in Madrid, Frankfurt, Bangkok, Paris, Tokyo, Nagoya and Osaka. We have established distribution relationships throughout
Europe, Japan, Africa, Latin and South America, and the Middle East. Outside the U.S. we currently utilize 52 distributors in 64
countries. Refer to Note 9 of our Consolidated Financial Statements for additional financial information about segments and
geographical areas.




The following chart shows data relating to Candela’s international activities during each of the last three fiscal years by
geographic region. Revenue generated from regions other than the U.S. includes sales from Candela’s German, Spanish, French, and
Japanese subsidiaries, as well as sales shipped directly to international locations from the U.S.

July 3, June 28, June 29,
Revenues: 2004 2003 2002
(000)

United States and Canada ']

TS S WS S 2558

Japan and the Far East _ 26,666 23483 20,157
Europe ... 26,525 16,685 11,693
ppltedStatgf §g@pments to other regions ) 1,332 728 896
Total Revenue T ' 'S 104438 S 78651 § 58,688

Service and Support

We believe that quick and effective delivery of service is important to our customers. We strive to respond to service calls within
24 hours and to complete the call within 48 hours to minimize practitioner disruption. Our principal service center and parts depot is
located at our Wayland, Massachusetts headquarters. Parts depots are also located at our sales offices in Japan, Thailand, Spain,
Germany and France. Independent distributors also maintain parts depots.

We also believe a highly trained and qualified service staff is key to product reliability. Distributors and subsidiaries have the
primary responsibility of servicing systems within their territories. Their service personnel are required to attend formal training to
become certified. In addition, we have service and technical support staff in each of our markets worldwide.

Product maintenance and repair following the warranty period provides an additional recurring source of revenue. Customers
may elect to purchase a service contract or purchase service on a time-and-materials basis. OQur service contracts vary by the type of
systems and the level of services desired by the customer and typically last for a 12 to 24-month period after the initial warranty
period expires. Initial warranties on most laser products cover parts and service for twelve months. One of our products, the Vbeam
laser system, comes with a standard 3-year warranty that includes maintenance and a specified level of consumables.

Candela emphasizes education and support of its customers. Our recommended preventive maintenance, coupled with continuing
technical education for service representatives, helps to ensure product reliability. After a sale, a Candela-qualified service engineer
installs the system at the customer site by performing validation tests to ensure the system is operating properly. Before or after
installation, a nurse clinician is available to provide the practitioner with training and clinical support.

Manufacturing
We design, assemble, and test our branded products at our Wayland, Massachusetts facility. Ensuring adequate and flexible

production capacity, continuous cost reduction, and superior product quality are top priorities of our manufacturing organization. We
achieve our goals by:

*  working closely with the research and development organization, including significant early involvement in product design,
*  continually improving our just-in-time manufacturing and inventory processes, and

* effectively managing a limited number of the most qualified suppliers.




Our facility has ISO 9001 certification and has established and is maintaining a quality system that meets the requirements of EN
46001, ISO 13485 and CAN/CSA-ISO 13485. ISO 9001 certification provides guidelines for the quality of company systems
associated with the design, development, production, servicing and distribution of medical lasers and accessories. EN 46001 and ISO
13485 standards are European quality requirements and CAN/CSA-ISO 13485 is a Canadian quality requirement, all specifically
relating to the design of medical devices.

Our products are manufactured with standard components and subassemblies supplied by subcontractors to our specifications.
We purchase certain components and subassemblies from a limited number of suppliers.

If our suppliers are unable to meet our requirements on a timely basis, our production could be interrupted until we obtain an
alternative source of supply. To date, we have not experienced significant delays in obtaining dyes, optical and electro-optical
components, electronic components, and raw materials for our products.

Research and Development
We believe that our advanced research and engineering activities are crucial to maintaining and enhancing our business, and we

are currently conducting research on a number of applications. We believe that our in-house research and development staff has
demonstrated its ability to develop innovative new products that meet evolving market needs. Our core competencies include:

*  applied laser physics and technology
* new imaging methods

* tissue optics

e photochemistry

° laser-tissue interaction

° clinical research

*  engineering and design of medical laser devices

As we discover new technologies or applications with commercial potential, we assemble a team to develop the new product or
application in cooperation with leading physicians and medical and research institutions. In the U.S. in particular, we must receive
FDA clearance before marketing new products or applications.

Our research and development team works with our operations group to design our products for ease of manufacturing and
assembly and with our marketing group to respond to market opportunities. We believe this interaction between functional groups
facilitates the introduction of new products with the right balance of features, performance, quality, and cost. To date our research and
development effort has relied primarily on internal development building on our core technologies rather than through acquisition.

In addition, Candela conducts joint research with physicians affiliated with various medical and research institutions. One
example of technology developed through joint research is our DCD that was developed in conjunction with the Beckman Laser
Institute at the University of California, Irvine. We anticipate continuing joint research and licensing arrangements with medical
research institutions.

Our expenditures on research and development are set forth in Item 7.

Customers

We currently sell our products primarily to physicians. The majority of our customers choose to finance their purchases through
independent leasing companies. Our sales are not dependent on any single customer or distributor, and Candela continues to expand
its distribution channel in the U.S. through a direct sales force. Our customers are located in more than 64 countries. We continue to
target the estimated 6,000 electrologists in the U.S. as potential customers for GentleLASE for hair removal, positioning GentleLASE
as an adjunct to traditional electrolysis methods.
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Competition

Competition in the aesthetic and cosmetic laser industry is intense and technological developments are expected to continue at a
rapid pace. Although there are several manufacturers of aesthetic and cosmetic lasers, we believe Candela is one of only a few
companies that offer a broad range of products able to address multiple applications. Unlike Candela, few of our competitors focus
exclusively on the cosmetic and aesthetic laser market. We compete on the basis of proprietary technology, product features,
performance, service, price, and reputation. Some of our competitors have greater financial, marketing, and technical resources than
we do; moreover, some competitors have developed, and others may attempt to develop, products with applications similar to ours.

We believe that many factors will affect our competitive position in the future, including our ability to:
¢ develop and manufacture new products that meet the needs of our markets

*  respond to competitive developments and technological changes

*  manufacture our products at lower cost

*  retain a highly qualified research and engineering staff

¢ provide sales and service to a worldwide customer base

* improve product reliability
Proprietary Rights

We have several U.S. and foreign patents and have four U.S.and one foreign patent applications pending to protect our rights in
certain technical aspects of our hair removal, benign vascular lesion, pigmented lesion, and other laser systems. The expiration dates
for our issued U.S. patents range from December 8, 2006 to December 6, 2019.

In addition to our portfolio of patents issued and pending, we license patented technology from third parties. We use DCD under
a license agreement to patent rights owned by the Regents of the University of California (“Regents”). In August 2000 we entered
into an agreement to amend the license agreement whereby in exchange for an exclusivity fee of approximately $1.7 million, which
was prepaid in full, Candela obtained exclusive license rights to the DCD (subject to certain limited license rights of Cool Touch, Inc
(“Cool Touch™)) in the following fields of use: procedures that involve skin resurfacing and rejuvenation, vascular skin lesions, and
laser hair removal. Cool Touch obtained a license to the DCD on a co-exclusive basis with Candela, in certain narrower fields of use.
Cool Touch is restricted in its ability to assign its license rights to certain existing competitors of Candela. Candela is entitled to one-
half of all royalty income payable to the Regents from Cool Touch. Under the amended agreement, Candela no longer is required by
the Regents to negotiate sublicenses to third parties. However, Candela is entitled to one-half of all royalties due from any other entity
that licenses the DCD technology from the Regents in other fields of use.

We rely primarily on a combination of patent, copyright, and trademark laws to establish and protect our proprietary rights. We
also rely on trade secret laws, confidentiality procedures, and licensing arrangements to establish and protect our technology rights. In
addition, we seek to protect our proprietary rights by using confidentiality agreements with employees, consultants, advisors, and
others. We cannot be certain that these agreements will adequately protect our proprietary rights in the event of any unauthorized use
or disclosure, that our employees, consultants, advisors, or others will maintain the confidentiality of such proprietary information, or
that our competitors will not otherwise learn about or independently develop such proprietary information.

Despite our efforts to protect our intellectual property, unauthorized third parties may attempt to copy aspects of our products, to
violate our patents, or to obtain and use our proprietary information. In addition, the laws of some foreign countries do not protect our
intellectual property to the same extent as do the laws of the U.S. The loss of any material trademark, trade name, trade secret, or
copyright could hurt our business, results of operations, and financial condition.
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We believe that our products do not infringe the rights of third parties. However, we cannot be certain that third parties will not
assert infringement claims against us in the future or that any such assertion will not result in costly litigation or require us to obtain a
license to third party intellectual property. In addition, we cannot be certain that such licenses will be available on reasonable terms or
at all, which could hurt our business, results of operations, and financial condition.

Government Regulation

FDA'’s Premarket Clearance and Approval (“PMA”) Requirements. Unless an exemption applies, each medical device that we
wish to market in the U.S. must receive either “510(k) clearance” or PMA in advance from the U.S. Food and Drug Administration
pursuant to the Federal Food, Drug, and Cosmetic Act. The FDA’s 510(k) clearance process usually takes from four to twelve
months, but it can last longer. The process of obtaining PMA approval is much more costly, lengthy, and uncertain and generally
takes from one to three years or even longer. We cannot be sure that 510(k) clearance or PMA approval will ever be obtained for any
product we propose to market.

The FDA decides whether a device must undergo either the 510(k) clearance or PMA approval process based upon statutory
criteria. These criteria include the level of risk that the agency perceives is associated with the device and a determination whether the
product is a type of device that is similar to devices that are already legally marketed. Devices deemed to pose relatively less risk are
placed in either class I or II, which requires the manufacturer to submit a pre-market notification requesting 510(k) clearance, unless
an exemption applies. The pre-market notification must demonstrate that the proposed device is “substantially equivalent™ in intended
use and in safety and effectiveness to a legally marketed “predicate device” that is either in class I, class II, or is a “pre-amendment”
class III device (i.e., one that was in commercial distribution before May 28, 1976) for which the FDA has not yet decided 1o require
PMA approval.

After a device receives 510(k) clearance, any modification that could significantly affect its safety or effectiveness, or that would
constitute a major change in its intended use, requires a new 510(k) clearance. The FDA requires each manufacturer to make this
determination in the first instance, but the FDA can review any such decision. If the FDA disagrees with a manufacturer’s decision not
to seek a new 510(k) clearance, the agency may retroactively require the manufacturer to submit a pre-market notification requiring
510(k) clearance. The FDA also can require the manufacturer to cease marketing and/or recall the modified device until 510(k)
clearance is obtained. We have modified some of our 510(k) cleared devices, but have determined that, in our view, new 510(k)
clearances are not required. We cannot be certain that the FDA would agree with any of our decisions not to seek 510(k) clearance. If
the FDA requires us to seck 510(k) clearance for any modification, we also may be required to cease marketing and/or recall the
modified device until we obtain a new 510(k) clearance.

Devices deemed by the FDA to pose the greatest risk such as life-sustaining, life-supporting, or implantable devices, or deemed
not substantially equivalent to a legally marketed predicate device, are placed in class III. Such devices are required to undergo the
PMA approval process in which the manufacturer must prove the safety and effectiveness of the device to the FDA’s satisfaction. A
PMA application must provide extensive pre-clinical and clinical trial data and also information about the device and its components
regarding, among other things, manufacturing, labeling, and promotion. After approval of a PMA, a new PMA or PMA supplement is
required in the event of a modification to the device, its labeling, or its manufacturing process.

A clinical trial may be required in support of a 510(k) submission or PMA application. Such trials generally require an
Investigational Device Exemption (“IDE”) application approved in advance by the FDA for a limited number of patients, unless the
product is deemed a nonsignificant risk device eligible for more abbreviated IDE requirements. The IDE application must be
supported by appropriate data, such as animal and laboratory testing results. Clinical trials may begin once the IDE application is
approved by the FDA and the appropriate institutional review boards are at the clinical trial sites.

To date, the FDA has deemed our products to be class II devices eligible for the 510(k) clearance process. We believe that most

of our products in development will receive similar treatment. However, we cannot be certain that the FDA will not deem one or
more of our future products to be a class I device and impose the more burdensome PMA approval process.
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Pervasive and Continuing FDA Regulation. A host of regulatory requirements apply to marketed devices such as our laser
products, including labeling regulations, the Quality System Regulation (which requires manufacturers to follow elaborate design,
testing, control, documentation, and other quality assurance procedures), the Medical Device Reporting regulation (which requires that
manufacturers report to the FDA certain types of adverse events involving their products), and the FDA’s general prohibition against
promoting products for unapproved or “off label” uses. Class IT devices such as ours also can have special controls such as
performance standards, post-market surveillance, patient registries, and FDA guidelines that do not apply to class I devices.
Unanticipated changes in existing regulatory requirements or adoption of new requirements could hurt our business, financial
condition, and results of operations.

We are subject to inspection and market surveillance by the FDA for compliance with regulatory requirements. If the FDA finds
that we have failed to comply with applicable requirements, the agency can institute a wide variety of enforcement actions. The FDA
sometimes issues a public warning letter, but also may pursue more drastic remedies, such as refusing our requests for 510(k)
clearance or PMA approval of new products, withdrawing product approvals already granted to us, requiring us to recall products, or
asking a court to require us to pay civil penalties or criminal fines, adhere to operating restrictions, or close down our operations.
Ultimately, criminal prosecution is available to the FDA as punishment for egregious offenses. Any FDA enforcement action against
us could hurt our business, financial condition, and results of operation.

Other U.S. Regulation. We also must comply with numerous federal, state, and local laws relating to such matters as safe
working conditions, manufacturing practices, environmental protection, fire hazard control, and hazardous substance disposal. We
cannot be sure that we will not be required to incur significant costs to comply with such laws and regulations in the future or that
such laws or regulations will not hurt our business, financial condition, and results of operations.

Foreign Regulation. International sales are subject to foreign government regulation, the requirements of which vary
substantially from country to country. The time required to obtain approval by a foreign country may be longer or shorter than that
required for FDA approval, and the requirements may differ. Companies are now required to obtain the CE Mark prior to sale of
certain medical devices within the European Union (“EU”). During this process, the sponsor must demonstrate compliance with ISO
manufacturing and quality requirements.

Candela and its products may also be subject to other federal, state, local, or foreign regulations relating to health and safety,
environmental matters, quality assurance, and the like. Candela’s compliance with laws that regulate the discharge of materials into
the environment or otherwise relate to the protection of the environment does not have a material effect on its ongoing operations.
Candela has not made any material expenditures for environmental control facilities.

Product Liability and Warranties

Our products are generally covered by a one-year warranty, with an option to purchase extended warranty contracts at the time of
product sale or service contracts after the time of sale, except for our Vbeam product which is covered by a standard three-year
warranty. We set aside a reserve based on anticipated standard warranty claims. We believe such reserves to be adequate, but in the
event of a major product problem or recall, such reserves may be inadequate to cover all costs, and such an event could have a
material adverse effect on our business, financial condition, and results of operations.

Our business involves the inherent risk of product liability claims. We maintain appropriate product liability insurance with
respect to our products with a coverage limit of $13 million in the aggregate. We cannot be certain that with respect to our current or
future products, such insurance coverage will continue to be available on terms acceptable to us or that such coverage will be adequate
for liabilities that may actually be incurred.

The Skin Care Centers

In 1996, we began an effort to own and operate skin care centers offering cosmetic laser treatments utilizing our equipment along
with other cosmetic services traditionally offered by high-end spas. We pursued this strategy by purchasing an operating spa in
Boston in 1996. In March 1997, we opened a new facility in Scottsdale, Arizona, with no pre-existing customer base. We
subsequently decided to reduce our focus on our skin care center efforts. We closed our Scottsdale facility in 1997. We have
subleased the Scottsdale facility as of the third quarter of fiscal 2002. The remaining spa in Boston was closed in September of 2003.
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Applied Optronics

On January 8, 2003, the Company acquired substantially all of the assets of Applied Optronics, the diode division of Schwartz
Electro-Optics, Inc. Applied Optronics was a leading manufacturer of high-powered, pulsed and CW lasers, and was a component
supplier to the OEM market that serves a variety of industries including the military, medical, industrial, research and robotics fields.
Applied Optronics was the lead supplier of the diodes for the Company’s Smoothbeam diode laser system. The Applied Optronics
operation, located in South Plainfield, New Jersey, generates revenue from diode sales to third-party customers.

Employees

As of July 3, 2004, we employed 290 people in the following areas of our organization:
* 29 inresearch, development, and engineering

* 58 in manufacturing and quality assurance

* 38 in service positions

* 49 in sales and marketing

¢ 41 in finance and administrative positions and all others

* 75 in our international sales and service subsidiaries

Recent Accounting Pronouncements

In January 2003, the FASB issued FASB Interpretation No. 46 (“FIN 46”) “Consolidation of Variable Interest Entities.” This
interpretation of Accounting Research Builetin No. 51, “Consolidated Financial Statements,” addresses consolidation by business
enterprises of variable interest entities. Under current practice, two enterprises generally have been included in consolidated financial
statements because one enterprise controls the other through voting interests. This interpretation defines the concept of “variable
interests” and requires existing unconsolidated variable interest entities to be consolidated by their primary beneficiaries if the entities
do not effectively disperse the risks among the parties involved. This interpretation applied immediately to variable interest entities
created after January 31, 2003, and to variable interest entities in which an enterprise obtains an interest after that date. It applied in
the first fiscal year or interim period beginning after June 15, 2003, to variable interest entities in which an enterprise holds a variable
interest that it acquired before February 1, 2003. If it is reasonably possible that an enterprise will consolidate or disclose information
about a variable interest entity when this interpretation becomes effective, the enterprise shall disclose information about those entities
in all financial statements issued after January 31, 2003. The interpretation may be applied prospectively with a cumulative-effect
adjustment as of the date on which it is first applied or by restating previously issued financial statements for one or more years with a
cumulative-effect adjustment as of the beginning of the first year restated. We have completed our assessment of this interpretation
and determined that we are not party to any variable interest entities as of July 3, 2004.

In April 2003, the FASB issued Statement of Financial Accounting Standards No. 149 (“SFAS 149”), “Amendment of Statement
133 on Derivative Instruments and Hedging Activities.” This Statement amends and clarifies financial accounting and reporting for
derivative instruments, including certain derivative instruments embedded in other contracts (collectively referred to as derivatives)
and for hedging activities under Statement of Financial Accounting Standards No. 133 (SFAS 133), “Accounting for Derivative
Instruments and Hedging Activities.” The statement was effective for contracts entered into or modified after June 30, 2003. The
adoption of this standard did not have a material impact on our financial position or results of operations.

In May 2003, the FASB issued Statement of Financial Accounting Standards No. 150 (“SFAS 150”), “Accounting for Certain
Financial Instruments with Characteristics of both Liabilities and Equity.” This Statement establishes standards for how an issuer
classifies and measures certain financial instruments with characteristics of both liabilities and equity. It requires that an issuer classify
a financial instrument that is within its scope as a liability (or an asset in some circumstances). This standard was effective at the
beginning of the first interim period beginning after June 15, 2003, except for mandatorily redeemable financial instruments of
nonpublic entities that are subject to the provisions of this Statement for the first fiscal period beginning after December 15, 2003. The
adoption of this standard did not have a material impact on our financial position or results of operations.
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Available Information

Access to our Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K and amendments
to these reports filed with or furnished to the Securities and Exchange Commission may be obtained through the Investor Relations
section of our website at www.candelalaser.com/ir_corp.asp as soon as reasonably practical after we electronically file or furnish these
reports. We do not charge for access to and viewing of these reports. Information on our Investor Relations page and on our website is
not part of this Annual Report on Form 10-K or any of our other securities filings unless specifically incorporated herein by reference.
In addition, our filings with the Securities and Exchange Commission may be accessed through the Securities and Exchange
Commission’s Electronic Data Gathering, Analysis and Retrieval system at www.sec.gov. All statements made in any of our securities
filings, including all forward-looking statements or information, are made as of the date of the document in which the statement is
included, and we do not assume or undertake any obligation to update any of those statements or documents unless we are required to
do so by law.

Item 2. Properties.

We lease a facility totaling approximately 35,000 square feet for our operations in Wayland, Massachusetts, which is located
approximately 20 miles west of Boston. The lease on this facility was amended in April 2003 to extend the expiration date to
March 2008. We also lease a 12,000 square foot facility in South Plainfield, New Jersey for our diode operation. This lease ends on
October 31, 2008. Candela’s management believes that its current facilities are suitable and adequate for our near-term needs.

Candela’s subsidiaries currently lease the following facilities:

¢ Candela Skin Care Center of Scottsdale, Inc., 7,555 square feet located in Scottsdale, AZ. The lease on this facility is fora
period of ten years, expiring on June 30, 2006, with a provision for two five-year extensions. On November 1, 2001, the
Scottsdale facility was subleased, although sublease payments did not begin until April 2002. As part of the sub-lease
agreement, Candela will pay one month of rent in each of fiscal years 2003, 2004 and 2005. Future rent payments have been
accounted for in our restructuring reserve.

¢  Candela Skin Care Center of Boston, Inc., 20,728 square feet located in Boston, MA. The lease on this facility is for a period
of 15 years, and commenced on June 1, 1994. Future rent payments have been accounted for in our restructuring reserve.

¢ Candela KK. — Tokyo office. The lease on 400, and 72 square meters of space, expires on May 23, 2005, and September 16,
2006, respectively.

¢ Candela KK —- Osaka office. The lease on this 97 square meter facility is for a period of 2 years, expiring on Jan 31, 2005.

* Candela KK — Nagoya office. The lease on this 49 square meter facility is for a period of | year, expiring on November 14,
2004.

* Candela KK - Fukuoka office. The lease on this 56 square meter facility is for a period of 2 years, expiring on September 30,
2005.

¢ Candela Iberica, S.A.. The lease on this 367 square meter facility located in Madrid, Spain is for a period of three years and
expires on December 31, 2006. '

* Candela Deutschland GmbH. The lease on this 380 square meter facility in Neu Isenberg, Germany is for a period of 5 years
and expires on October 31, 2006.

* Candela France SARL. The lease on this 108 square meter facility in Gometz le Chatel, France is for a period of 9 years,
expiring on May 1, 2011.

* Bangkok, Thailand. The Manager of Pacific Rim operations resides and operates out of a leased residence in Bangkok,
Thailand. The total leased area is approximately 4,800 square feet and the lease is renewed each year.
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Item 3. Legal Proceedings.

The Company has an Amended and Restated License Agreement (the “License”) with The Regents of the University of California
(“The Regents”) pursuant to which the Company licenses certain patent rights to its dynamic cooling device (“DCD”) from The
Regents. The Company sells its DCD as a component part of its Smoothbeam (®) laser system and as an accessory to its other laser
systems. In April of 2004, The Regents issued a notice of default under the License, asserting, among other things, that the Company
is in breach of the License for the alleged failure to make required royalty payments and to make required disclosures. The Regents’
April notice asserted that the total underpaid royalties, interest and other charges for the period from August of 2000 through
September 2003 are $1,128,000. The Regents issued a subsequent notice of default, dated June 30, 2004, relating to the quarterly
periods ended December 27, 2003 and March 27, 2004, for which The Regents asserted that the Company underpaid royalties
amounting to $1,350,000. The Company and The Regents differ in their respective interpretations of which products sold by Candela
give rise to a royalty-bearing obligation to The Regents. The Company believes it has made all payments it was required to make.

Under the License, disputes are to be settled by binding arbitration through a mutually acceptable single arbitrator. On June 14, 2004,
the Company filed a Demand for Arbitration to adjudicate the differing interpretations of the License Agreement held by the Company
and The Regents. On July 8, 2004, The Regents filed their response and counterclaim for breach of contract and declaratory relief.
Candela deposited approximately $1.0 million in June of 2004, and an additional $1.0 million in August of 2004, into an escrow fund
to be paid in whole or in part to the Company or The Regents as determined by the arbitrator. As a result of the establishment of the
escrow fund, The Regents will not terminate or purport to terminate the License Agreement based on any alleged breach by Candela
related to any matter now before the arbitrator. A final decision of the arbitrator in this matter is presently expected to be delivered
during the second quarter of fiscal 2005.

From time to time, we are a party to various legal proceedings incidental to our business. Except for the pending arbitration

proceedings with The Regents, we believe that none of the legal proceedings that are presently pending, if adversely decided to the
Company, will have a material adverse effect upon our financial position, results of operations, or liquidity.

Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted to a vote of our security holders during the fourth quarter of the fiscal year covered by this report.
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PART 1I
Item S. Market for the Registrant’s Common Stock and Related Stockholder Matters.
Candela’s common stock trades on The NASDAQ National Market under the symbol “CLZR.”

At September 9, 2004, there were approximately 313 holders of record of our common stock and the closing sale price of our
common stock was $10.93.

The following table sets forth quarterly high and low closing sales prices of the common stock for the indicated fiscal periods.
These prices have been adjusted from historic levels to reflect the effect of the Company’s two-for-one stock split implemented in the
third quarter of 2004:

Fiscal2004 - -
FirstQuarter
. Second Quarter . ol
. Third Quarter
. Fourth Quarter

Fiscal 2003 =~
~ First Quarter

. Second Quarter - .-
__ Third Quarter
. Fourth Quarter

Dividend Policy

We have never paid a cash dividend and have no present intention to pay cash dividends in the foreseeable future. The Board of
Directors currently intends to retain any future earnings for use in our business.

Securities Authorized for Issuance Under Equity Compensation Plans

See Part II1, Item 12 for information regarding securities authorized for issuance under equity compensation plans.

Item 6. Selected Consolidated Financial Data,
The table set forth below contains certain consolidated financial data for each of the last five fiscal years of Candela. This data

should be read in conjunction with the detailed information, financial statements and related notes, as well as Management’s
Discussion and Analysis of Financial Condition and Results of Operations included elsewhere herein.
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For the Year Ended

July 3, June 28, June 29, June 30, July 1,
(in thousands, except per share data) 2004 2003 2002 2001 2000
(Restated) (Restated) (Restated) {Restated)
Consolidated Statement of Operations Data:
Revenue:
Lasers and other products 87,965 $ 68,072 § 45957 § 48375 $ 60,340
Product related service. 16,473 10,579 12,731 12,498 11,320
TOtal FEVEMUE ......cveviiercerecierene e e eanaens 104,438 78,651 58,688 60,873 71,660
Cost of sales:
Lasers and other products ........coccveevnecemiveenson 36,413 30,641 20,396 21,208 22,703
Product related service 14,860 7,992 11,205 7,676 6,802
Total cost Of SAIES .....cerriirienrieeeice e 51,273 38,633 31,601 28,884 29,505
Gross profit: 53,165 40,018 27,087 31,989 42,155
Operating expenses:
Research and development ...........ccoecevnieinneennece. 5,302 4,545 4,644 5,575 4,822
Selling, general and administrative 33,978 24,519 24,832 21,064 19,686
Total operating eXpenses..........c.cvererrrvicnmennnenee 39,280 29,064 29,476 26,639 24,568
Income (loss) from operations: 13,885 10,954 (2,389) 5,350 17,647
Other income (expense):
Interest iNCOME .....ccoicvriieeccrreiicrnre e 308 651 546 1,652 1424
INLErest EXPEISE ..vvveererrrerereieerrrerersarvenaeresesiasaerers 19) (218) 476) (438) 471)
Other income (€XpPense), Net .....ccocvveeverveenreeeans 924 (44) 487 31 242
Total other income (EXPense)........c.oeeervereerrunnas 1,213 389 557 1,245 1,195
Income (loss) from continuing operations
before income tax: 15,098 11,343 (1,832) 6,595 18,842
Provision for (benefit from) income taxes....... 4,586 3,516 (421) 2,387 3,767
Income (Joss) from continuing operations....... 10,512 7,827 (1,411) 4,208 15,075
Discontinued operations:
Loss from discontinued skin care center
operations of $473, $1,468, $964, $2,635 and
$639 less income tax benefit of $175, $4535,
$221, $953 and $128 respectively..........c..... (298) (1,013) (743) (1,682) (511)
Loss on closure of skin care center of $3,348
less income tax benefit of $1,253................... (2,095)
Net income (108S) .......ccoveeerrrrceririeceresienecrinenenes 8119 § 6,814 § 2,154) 8 2526 $ 14,564
Net income (foss) per share of common stock.
Basic:
Income from continuing operations .......... .48 .39 07) 19 .69
Loss from discontinued operations.. (.11) (.05) (.04) (.07) (.02)
Net income (1088} .........cccvvveeiicnnicinannnn 37 34 (11 12 .67
Diluted:
Income from continuing operations .......... 46 38 .07) 18 .62
Loss from discontinued operations............ (.10) (.05) (.04) (.07) (.02)
Netincome (10S8) ........cccorvrervvernnereverecnnns 36 33 11) 11 .60
Basic weighted average shares outstanding .... 21,902 20,083 20,106 21,856 21,864
Diluted weighted average shares outstanding. 22,712 20,645 20,106 23,042 24,380
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For the Year Ended

July 3, June 28, June 29, June 30, July 1,
2004 2003 2002 2001 2000
(Restated) (Restated) (Restated) (Restated)

Consolidated Balance Sheet Data:
Cash and cash equivalents................ $ 37,139 § 31,813 § 19,657 $ 32,127 $ 34,764
Working capital.............c.cccoovrennnn, 61,387 47,307 35,642 61,836 45,980
Total assetS.......c.coeeeveviiecneceinnvinennn, 100,479 80,501 67,130 72,718 71,151
Long-term debt................ccooveene.e. —_ — 2,115 2,815 3,034
Total stockholders’ equity ................ 66,769 53,348 40,853 46,975 48,562
Total liabilities and stockholders’

EQUILY ..o 100,479 80,501 67,130 72,718 71,151

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

All statements, trend analysis and other information contained in the following discussion relative to markets for our products
and trends in revenue, gross margins and anticipated expense levels, as well as other statements including words such as
“anticipate”, “believe”, “plan”, “estimate”, “expect”, and “intend” and other similar expressions, constitute forward-looking
statements. These forward-looking statements are subject to business and economic risks and uncertainties, and our actual results of
operations may differ materially from those contained in the forward-looking statements. Factors that could cause or contribute to
such differences include, but are not limited to, those discussed in “Cautionary Statements” as well as other risks and uncertainties

referenced in this Annual Report on Form 10-K.

Overview

We research, develop, manufacture, market, sell and service lasers used to perform aesthetic and cosmetic procedures. We sell
our lasers principally to medical practitioners. Candela markets its products directly and through a network of distributors to end
users. Our traditional customer base includes plastic and cosmetic surgeons and dermatologists. More recently, we have expanded
our sales to a broader group of practitioners consisting of general practitioners and certain specialists including obstetricians,
gynecologists, and general and vascular surgeons. We derive our revenue from the sale of lasers and other products, and the provision
of product related services.

We sell products in the U.S. through our direct sales force to our traditional customer base of dermatologists and cosmetic
surgeons. Outside the U.S. we sell our products in Western Europe, Japan, Latin and South America, the Middle East, and the Pacific
Rim through seven direct sales offices and more than 50 independent distributors.

We typically assemble products in our Wayland, Massachusetts, facility in the quarter in which they are shipped, and backlog has
not been significant. We experience some seasonal reduction of our product sales in the quarter ending in September due to the
summer holiday schedule of physicians and their patients.

All product shipments include a standard 12-month parts and service warranty except for Vbeam products that include a standard
3-year warranty. The anticipated cost associated with the warranty coverage is accrued at the time of shipment as a cost of sales
charged to product related service costs. Any costs associated with product installation are also recognized as costs of product related
service. Both such anticipated and actual costs have no associated revenue and therefore reduce the gross profit from product related
service revenue.

Product related service revenue consists of revenue from maintenance and repair services and the sale of spare parts and consumables.
We derive revenue from extended service contracts, which are typically for a 12 or 24-month period, and the revenue is initially
deferred and recognized over the life of the service contract. In addition, we provide on-site service worldwide on a time-and-
materials basis directly or through our distributors.

International revenue, consisting of sales from our subsidiaries in Germany, France, Spain, and Japan, and sales shipped directly

to international locations from the U.S., during the fiscal years ended July 3, 2004, June 28, 2003, and June 29, 2002 represented 52%,
53% and 55% of total sales, respectively.
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Our fiscal year consists of the 52 or 53-week period ending on the Saturday closest to June 30 of each year. The years ended
July 3, 2004, June 28, 2003 and June 29, 2002 contained 53, 52 and 52 weeks, respectively.

Discontinued Operations

In June 1996, we began an effort to own and operate skin care centers offering cosmetic laser treatments utilizing our equipment,
along with providing other cosmetic services traditionally offered by high-end spas. We pursued this strategy by purchasing an
existing spa in Boston in 1996 and by opening a new skin care center in Scottsdale, Arizona in March 1997. We subsequently decided
to reduce our focus on our skin care center efforts and to renew our commitment to our core aesthetic and cosmetic laser business.
During fiscal 1998, we closed the Scottsdale facility. During the quarters ended December 27, 1997 and June 30, 2001, the Company
recorded combined restructuring charges of $3,721,000 related to this closure and was subsequently able to reverse a substantial
portion of this charge due to the Company’s ability to secured a sublease for the Scottsdale facility. Per the sublease agreement, the
sublessee will pay all costs associated with the facility through the end of the lease term ending June 2006. The sublessee commenced
making payments to the landlord on behalf of the Company on April 1, 2002.

In September 2003 we initiated a plan to close our only remaining skin care center. The closure was accounted for as a
discontinued operation in accordance with APB 30 “Reporting the Results of Operations—Reporting the Effects of Disposal of a
Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions” and SFAS 146 “Accounting
Jor Costs Associated with Exit or Disposal Activities”. As a result, in the fiscal quarter ended September 27, 2003 we recorded a
$2,095,000 charge for the accrual of $3,000,000 of future occupancy costs and $348,000 of severance obligations and other related
costs of closure, net of anticipated tax benefits of $1,253,000. In addition, all prior period financial statements have been restated to
reflect skin care centers operations as discontinued.

Critical Accounting Policies

The discussion and analysis of our financial condition and results of operations are based upon our consolidated financial
statements, which have been prepared in accordance with accounting principles generally accepted in the United States. The
preparation of these financial statements requires us to make estimates and judgments that affect the reported amounts of assets,
liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities. On an on-going basis, we evaluate our
estimates, including those related to revenue recognition, bad debts, inventories, warranty obligations, and income taxes. We base our
estimates on historical experience and on various other assumptions that are believed to be reasonable under the circumstances, the
results of which form the basis for making judgments about the carrying value of assets and liabilities that are not readily apparent
from other sources. Actual results may differ from these estimates under different assumptions or conditions. We believe the following
critical accounting policies and the related judgments and estimates affect the preparation of our consolidated financial statements.

Revenue Recognition. Our policy is to recognize revenue upon shipment of our products to our customers and the fulfillment of
all contractual terms and conditions, pursuant to the guidance provided by Staff Accounting Bulletin (SAB) No. 104 “Revenue
Recognition in Financial Statements”, issued by the Securities and Exchange Commission. Judgments are required in evaluating the
credit worthiness of our customers. Credit is not extended to customers and revenue is not recognized until collectibility is reasonably
assured.

Allowance for Doubtful Accounts. Our policy is to maintain allowances for estimated losses resulting from the inability of our
customers to make required payments. Credit limits are established through a process of reviewing the financial history and stability of
each customer. Where appropriate, we obtain credit rating reports and financial statements of customers when determining or
modifying their credit limits. We regularly evaluate the collectibility of our trade receivable balances based on a combination of
factors. When a customer’s account balance becomes past due, we initiate dialogue with the customer to determine the cause, If it is
determined that the customer will be unable to meet its financial obligation to us, such as in the case of a bankruptcy filing,
deterioration in the customer’s operating results or financial position or other material events impacting their business, we record a
specific allowance to reduce the related receivable to the amount we expect to recover given all information presently available.
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As of July 3, 2004, our accounts receivable balance of $34.3 million is reported net of allowances for doubtful accounts of $1.5
million. We believe our reported allowances at July 3, 2004, are adequate. If the financial conditions of those customers were to
deteriorate, however, resulting in their inability to make payments, we may need to record additional allowances that would result in
additional selling, general and administrative expenses being recorded for the period in which such determination was made.

Inventory Reserves. As a designer and manufacturer of high technology equipment, we are exposed to a number of economic
and industry factors that could result in portions of our inventory becoming either obsolete or in excess of anticipated usage. These
factors include, but are not limited to, technological changes in our markets, our ability to meet changing customer requirements,
competitive pressures in products and prices, and the availability of key components from our suppliers. Our policy is to establish
inventory reserves when conditions exist that suggest that our inventory may be in excess of anticipated demand or is obsolete based
upon our assumptions about future demand for our products and market conditions. We regularly evaluate the ability to realize the
value of our inventory based on a combination of factors including the following: historical usage rates, forecasted sales or usage,
product end of life dates, estimated current and future market values and new product introductions. Purchasing requirements and
alternative usage avenues are explored within these processes to mitigate inventory exposure. When recorded, our reserves are
intended to reduce the carrying value of our inventory to its net realizable value. As of July 3, 2004, our inventory of $13.6 million is
stated net of inventory reserves of $1.4 million. If actual demand for our products deteriorates, or market conditions are less favorable
than those that we project, additional inventory reserves may be required.

Product Warranties. Our products are sold with warranty provisions that require us to remedy deficiencies in quality or
performance of our products over a specified period of time at no cost to our customers. Our policy is to establish warranty reserves at
levels that represent our estimate of the costs that will be incurred to fulfill those warranty requirements at the time that revenue is
recognized. We believe that our recorded liability at July 3, 2004, is adequate to cover our future cost of materials, labor and overhead
for the servicing of our products sold through that date. If actual product failures or material or service delivery costs differ from our
estimates, our warranty liability would need to be revised accordingly.

Contingencies. We are subject to proceedings, lawsuits and other claims. We assess the likelihood of any adverse judgments or
outcomes to these matters as well as potential ranges of probable losses. A determination of the amount of reserves required, if any,
for these contingencies is made after careful analysis of each individual issue. The required reserves may change in the future due to
new developments in each matter or changes in approach such as a change in settlement strategy in dealing with these matters. We
record charges for the costs we anticipate incurring in connection with litigation and claims against us when we can reasonably
estimate these costs.

As disclosed in Legal Proceedings, the Company has moved to arbitrate the varying contract interpretations held by itself on the
one hand and The Regents of the University of California (“The Regents™) on the other hand. While a final decision of the arbitrator
1s pending, the Company established an escrow fund into which it deposited approximately $1.0 million in the fourth quarter of fiscal
2004, and an additiona} $1.0 million in the first quarter of fiscal 2005, to resolve claims under the Amended and Restated License
Agreement (the “License™) between the Company and The Regents. Amounts paid into the escrow fund will be paid in whole or in
part to the Company or The Regents as determined by the arbitrator. If the arbitrator were to find in The Regents’ favor on all matters,
the Company would need to pay an additional amount in excess of the total amount in the escrow fund which could amount to the
payment of $0.5 million or more and the Company would also face increased royalty expense in future periods since a royalty would
be due on products that the Company currently believes are not subject to royalty payments. The $1.0 million deposited in the escrow
fund in the fourth quarter of fiscal 2004 has been included in Other Assets on the accompanying 2004 balance sheet, and no expense
has or will be recorded with respect to the escrow fund or any additional contingent liabilities while the matter is being arbitrated.

Restructuring. We record restructuring charges incurred in connection with consolidation or relocation of operations, exited
business lines, or shutdowns of specific sites. These restructuring charges, which reflect our commitment to a termination or exit plan
that will begin within twelve months, are based on estimates of the expected costs associated with site closure, legal matters, contract
terminations, or other costs directly related to the restructuring. If the actual cost incurred exceeds the estimated cost, an additional
charge to earnings will result. If the actual cost is less than the estimated cost, a credit to earnings will be recognized.
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Taxes. In accordance with SFAS No. 109, “Accounting for Income Taxes,” we recognize deferred income taxes based on the
expected future tax consequences of differences between the financial statement basis and the tax basis of assets and liabilities,
calculated using enacted tax rates for the year in which the differences are expected to be reflected in the tax return. Realization is
dependent on the generation of sufficient taxable income in future years. Management continually evaluates the need for a valuation
allowance for deferred tax assets based on the probability of realization determined by expectations for future taxable income and
other factors. Although realization is not assured, based on available evidence, management believes it is more likely than not that the
full amount of the net deferred tax asset will be realized. However, the amount realizable could be reduced if estimates of future
taxable income are reduced.

Results of Operations

The following tables set forth selected financial data for the periods indicated, expressed as a percentage of total revenue.

For the Year Ended
July 3, June 28, June 29,
2004 2003 2002
(Restated) (Restated)

Consolidated Statement of Operations Data:
Revenue Mix:
Lasers and other products ........cccooceeveeererereecieennierreerrecneenseennnes 84.2% 86.6% 78.3%
Product related SErVICe....c.cecvirvererreriereeineereeeseereneveereeeseereneens 15.8% 13.4% 21.7%
TOtAl LEVENUE ....ovveveerrereirieierereiree e en e e se e e saene 100.0% 100.0% 100.0%
Operating Ratios:
Gross profit:
Lasers and other products ...........cccovinieinnnine. 49.4% 47.6% 43.6%
Product related SEIVICE.......ccceervieioieieirierree e nier s rereses 1.5% 3.3% 2.6%
Total gross profit......cccocccieiininin 50.9% 50.9% 46.2%
Operating expenses:
Research and development ..........ccoocevvereiiencicnnnenieincncieeen, 51% 5.8% 7.9%

Selling, general & administrative .........cccovvererermveresrererereneens 32.5% 31.2% - 42.3%
Total Operating eXpPenses .......cocovvveerieeineseeeiniscnssnnssnnsssnsrenns 37.6% 37.0% 50.2%
Income (loss) from continuing Operations .........c..oeeevvercrcreenenes 13.3% 13.9% 4.1%
Total other iINCOME (EXPEMSE) ..vvevereereeieenieenireerieenreneerrenerenerene 1.2% 0.5% 1.0%
Income (loss) from continuing operations before income

BAXES ...eoveerieeeireeetr et es e te e es e b e e es e e e et b e e e sa s e et e s e e neenenne 14.5% 14.4% -3.1%
Provision for (benefit from) income taxes.........coceveevrerrrirenenn 4.4% 4.4% -0.6%
Net income (loss) from continuing operations........................ 10.1% 10.0% -3.7%

Fiscal Year Ended July 3, 2004 Compared to Fiscal Year Ended June 28, 2003

Revenue. Total revenue increased $25.7 million, or 33% to $104.4 million in fiscal 2004 from $78.7 million in fiscal 2003.
Increases in unit sales and the growth in popularity of our YAG and GentleLase systems accounted for the increase. We sold
approximately 440 additional laser systems during fiscal 2004 as compared to 2003 with an average selling price roughly equivalent to
that of the prior year. International revenue, consisting of sales from our subsidiaries in Germany, Spain, France and Japan, and sales
shipped directly to international locations from the U.S., increased $14.6 million over the prior year and accounted for 52% of total
revenue for fiscal 2004 in comparison to 51% for fiscal 2003. Of the $14.6 million increase approximately $3.0 million was related to
favorable currency fluctuations. Product-related service revenue increased 56% to $16.5 million in fiscal 2004 from $10.6 million in
fiscal 2003. This increase was consistent with the increase in systems sold over the past few years and the need for general
maintenance and parts on these systems.

22




Gross Profit. Gross profit increased $13.2 million to $53.2 million or 51% of revenue in fiscal 2004 from $40.0 million or 51%
of revenue in fiscal 2003 as a direct result of the increase in sales. Gross profit on lasers and other products increased $14.1 million or
38% to $51.6 million or 49% of revenue in fiscal 2004 from $37.4 million or 48% of revenue in fiscal 2003. Gross profit on product
related services in fiscal 2004 decreased $1.0 million to $1.6 million or 2% of revenue compared to $2.6 million or 3% of revenue for
fiscal 2003. The decrease in gross profit on product related services is due primarily to an increase in products under warranty
associated with Vbeam and GentleLase product sales and a corresponding decrease in the number of systems on service contracts.

Research and Development Expense. Research and development spending increased slightly for fiscal 2004 over fiscal 2003
due to more active projects ongoing. This increase accounted for approximately $0.8 million in additional expense, but as a percentage
of total revenue this category decreased almost a full percentage point from the prior year.

Selling, General and Administrative Expense. Selling, general and administrative expense increased to $33.9 million or 33% of
revenue during fiscal 2004 compared to $24.5 million or 31% during fiscal 2003. The increase in selling, general and administrative
expenses is due primarily to the payment of additional bonus and commission amounts due to overachievement of planned targets by
our sales force coupled with the implementation of Sarbanes Oxley control and reporting requirements.

Other Income/Expense. For the fiscal year ended July 3, 2004, total other income increased $0.8 million to $1.2 million, from
$0.4 million for the fiscal year ended June 28, 2003. Interest income decreased $0.3 million from the prior year to $0.3 million
primarily as a result of the absence during the current period of interest payments of $0.4 million received from the PSS settlement in
the prior year, partially offset by higher cash balances invested throughout the fiscal year. Interest expense was negligible for 2004 due
to the retirement of our long-term debt in fiscal 2003 leading to a comparative gain of $0.2 million over the prior year. Other income
increased $1.0 million in fiscal 2004 as compared to fiscal 2003 due primarily to an insurance reimbursement of approximately $0.5
million for stolen merchandise at our German subsidiary, period gains on subsidiary transactions of approximately $0.2 million, and
the timing of an investment distribution.

Income Taxes. The provision for income taxes results from a combination of activities of both the domestic and foreign
subsidiaries of the Company. The Company recorded a 30% effective tax rate for the year ended July 3, 2004 compared to a 31%
effective tax rate for the year ended June 28, 2003. The provision for income taxes for the year ended July 3, 2004, includes a tax
provision calculated for taxable income generated in Japan and Spain at rates in excess of the U.S. statutory tax rate.

Fiscal Year Ended June 28, 2003 Compared to Fiscal Year Ended June 29, 2002

Revenue. Total revenue increased 34% to $78.7 million in fiscal 2003 from $58.7 million in fiscal 2002. International revenue,
consisting of sales from our subsidiaries in Germany, Spain, France and Japan, and sales shipped directly to international locations
from the U.S., was 52% of total revenue for fiscal 2003 in comparison to 56% for fiscal 2002. Laser and product revenue increased
48% to $68.1 million in fiscal 2003 from $46.0 million in fiscal 2002. Increases in unit sales and the average selling price of the
GentleLASE, Smoothbeam and Vbeam products were responsible for the increase in laser and other product revenue from fiscal 2002
to 2003. Product-related service revenue decreased 17% to $10.6 million in fiscal 2003 from $12.7 million in fiscal 2002 due
primarily to an increase in the number of lasers covered by extended warranties and a corresponding decrease in the number of lasers
covered by service contracts.

Gross Profit. Gross profit increased to $40.0 million or 51% of revenue in fiscal 2003 from $27.1 million or 46% of revenue in
fiscal 2002 mainly as a result of the increase in sales of lasers and other products. Gross profit on lasers and other products increased
46% to $37.4 million or 48% of revenue in fiscal 2003 from $25.6 million or 44% of revenue in fiscal 2002. Gross profit on product
related services in fiscal 2003 increased to $2.6 million or 3.3% of revenue compared to $1.5 million or 2.6% of revenue for fiscal
2002. The increase in gross profit on product related services is due primarily to a decrease in warranty costs associated with the
Vbeam products. The decrease in Vbeam warranty costs was largely due to the one-time replacement of a component of the system
during fiscal 2002 that did not reoccur in fiscal 2003.

Research and Development Expense. Research and development spending for fiscal 2003 decreased 2% to $4.5 million from
$4.6 million for fiscal 2002.
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Selling, General and Administrative Expense. Selling, general and administrative expense decreased 1% from $24.8 million in
fiscal 2002 to $24.5 million in fiscal 2003. The decrease in selling, general and administrative expenses is due primarily to the
reimbursement of legal expense relating to the PSS dispute that was settled favorably in fiscal 2003. Selling, general and
administrative expenses were 42% of revenue in fiscal 2002 compared to 31% for fiscal 2003.

Other Income/Expense. For the fiscal year ended June 28, 2003, total other income declined to $0.4 million from $0.6 million
for the fiscal year ended June 29, 2002. Interest income increased from $0.5 million in fiscal 2002 to $0.6 million in fiscal 2003 due
to interest payments of $0.4 million received from the PSS settlement offset by generally lower levels of cash invested at lower
interest rates throughout the fiscal year. Interest expense decreased from $0.5 million in fiscal 2002 to $0.2 million in fiscal 2003 due
primarily to the early retirement of our long-term debt in fiscal 2003. Other income (expense) decreased from $0.5 million income in
fiscal 2002 to a $0.04 million expense in fiscal 2003 primarily as a result of charges resulting from the early retirement of our long-
term debt.

Income Taxes. The provision for income taxes results from a combination of activities of both the domestic and foreign
subsidiaries of the Company. The Company recorded a 31% effective tax rate for the year ended June 28, 2003 compared to a 23%
effective tax rate for the year ended June 29, 2002. The benefit from income taxes for the year ended June 29, 2002, includes a tax
benefit for taxable losses in the U.S. offset by a tax provision calculated for taxable income generated in Japan and Spain at rates in
excess of the U.S. statutory tax rate.

Liquidity and Capital Resources

Cash provided by operating activities amounted to $1.1 million for fiscal 2004 as compared to $11.7 million for fiscal 2003. This
decrease in cash provided by operating activities primarily reflects the timing of receivables collections and cash outlay for inventory
during a strong sales cycle. Sales during the last 70 days of the quarter exceeded those of the same period in the prior year by
approximately $6.6 million. We expect the collection of receivables to have a positive impact on cash during the first quarter of fiscal
2005. Cash used by investing activities remained relatively flat for the fiscal 2004, as the Company continued its conservative policy
towards capital outlays for property, plant and equipment. Cash provided by financing activities amounted to $4.7 million for the year
ended July 3, 2004 in comparison to cash used of $1.2 million for the prior year. The increase reflects the proceeds from the issuance
of common stock by the Company, primarily to employees under the existing stock option plan, and the absence of prior-year
payments used to extinguish long-term debt.

Off-Balance Sheet Arrangements

The Company did not have any off-balance sheet arrangements that have or are reasonably likely to have a current or future effect
on the Company's financial condition, changes in financial condition, revenues or expenses, results of operations, liquidity, capital
expenditures or capital resources.

The Company did not have any off-balance sheet arrangements that have, or are reasonably likely to have a current or fiture
effect on the Company’s financial condition, revenues or expenses, results of operations, liquidity, capital expenditures or capital
resources.

Outstanding contractual obligations of the Company are reflected in the following table:

Less than After
(in thousands) Total 1 year 1-3 years 4-5 years 5 years
(restated)
Operating leases™ . LTS 809 S 02 95

ligations ~ § 2374 § 809 § 1,020 § 95
We maintain a renewable $10,000,000 revolving credit agreement with a major bank with interest at the bank’s base rate or

LIBOR plus 2.25%. Any borrowings outstanding under the line of credit are due on demand or according to a payment

schedule established at the time funds are borrowed. The line of credit is unsecured. The agreement contains restrictive covenants

limiting the establishment of new liens, and the purchase of margin stock. No amounts were outstanding under the line of credit as of
July 3, 2004.

"fo;cal cBﬁtra u;él casﬁvdb

As discussed in Note 11 to the financial statements, on September 24, 2003, we closed our only remaining skin care center in
Boston, Massachusetts. As a result, in the fiscal quarter ended September 27, 2003 we recorded a $2,095,000 charge for the accrual of
$3,000,000 of future occupancy costs and $348,000 of severance obligations and other related costs of closure, net of anticipated tax
benefits of $1,253,000.
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We believe that cash balances will be sufficient to meet anticipated cash requirements. However, we cannot be sure that we will
not require additional capital beyond the amounts currently forecasted by us, nor that any such required additional capital will be
available on reasonable terms, if at all, as it becomes required.

Cautionary Statements

This Annual Report on Form 10-K contains forward-looking statements including, without limitation, statements concerning the
future of the industry, product development, business strategy (including the possibility of future acquisitions), anticipated operational
and capital expenditure levels, continued acceptance and growth of our products, and dependence on significant customers and
suppliers. This Annual Report on Form 10-K contains forward-looking statements that we have made based on our current
expectations, estimates and projections about our industry, operations, and prospects, not historical facts. We have made these
forward-looking statements pursuant to the provisions of the Private Securities Litigation Reform Act of 1995. These statements can
be identified by the use of forward-looking terminology such as “may,” “will,” “believe,” “expect,” “anticipate,” “estimate,”
“continue” or other similar words. These statements discuss future expectations, and may contain projections of results of operations
or of financial condition or state other forward-looking information. When considering forward-looking statements, you should keep
in mind the cautionary statements in this Annual Report on Form 10-K. The cautionary statements noted below and other factors
noted throughout this Annual Report on Form 10-K could cause our actual results to differ significantly from those contained in any
forward-looking statement. We may not update or publicly release the results of these forward-looking statements to reflect events or
circumstances after the date hereof.

Because we derive more than half of our revenue from international sales, including approximately 26% of our revenue
from Japan and the Asia-Pacific marketplace in fiscal 2004, we are susceptible to currency fluctuations, negative economic
changes taking place in Japan and the Asia-Pacific marketplace, and other risks associated with conducting business overseas.

We sell more than half of our products and services outside the U.S. and Canada. International sales, consisting of sales from our
subsidiaries in Germany, Spain, France and Japan, and sales shipped directly to international locations from the U.S., accounted for
52% of our revenue for fiscal year 2004, and we expect that they will continue to be significant. As a result, a major part of our
revenues and operating results could be adversely affected by risks associated with international sales. In particular, significant
fluctuations in the exchange rates between the U.S. dollar and foreign currencies could cause us to lower our prices and thus reduce
our profitability, or could cause prospective customers to push out orders to later dates because of the increased relative cost of our
products in the aftermath of a currency devaluation or currency fluctuation. Other risks associated with international sales that we
currently face or have faced in the past include:

* longer payment cycles common in foreign markets
¢ failure to obtain or significant delays in obtaining necessary import or foreign regulatory approvals for our products
* difficulties in staffing and managing our foreign operations.

The failure to obtain Alexandrite rods for the GentleLASE from our sole supplier would impair our ability to
manufacture and sell GentleLASE,

We use Alexandrite rods to manufacture the GentleLASE, which accounts for a significant portion of our total revenues. We
depend exclusively on Northrup Grumman to supply these rods, for which no alternative supplier meeting our quality standards exists.
We cannot be certain that Northrup Grumman will be able to meet our future requirements at current prices or at all. To date, we have
been able to obtain adequate supplies of Alexandrite rods in a timely manner, but any extended interruption in our supplies could hurt
our results.
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Disappointing quarterly revenue or operating results could cause the price of our common stock to fall.

Our quarterly revenue and operating results are difficult to predict and may swing sharply from quarter to quarter. Historically,
our first fiscal quarter has typically had the least amount of revenue in any quarter of our fiscal year. The results of the first quarter
are directly impacted by the seasonality of the purchasing cycle.

If our quarterly revenue or operating results fall below the expectations of investors or public market analysts, the price of our

common stock could fall substantially. Our quarterly revenue is difficult to forecast for many reasons, some of which are outside of
our control, including the following:

Market Supply and Demand

*  potential increases in the level and intensity of price competition between our competitors and us
¢ potential decrease in demand for our products

*  possible delays in market acceptance of our new products.

Customer Behavior

* changes in or extensions of our customers’ budgeting and purchasing cycles

*  changes in the timing of product sales in anticipation of new product introductions or enhancements by us or our competitors.

Company Operations

* absence of significant product backlogs
*  our effectiveness in our manufacturing process
* unsatisfactory performance of our distribution channels, service providers, or customer support organizations

* timing of any acquisitions and related costs.

An adverse result in the arbitration proceeding pending against The Regents of the University of California would result
in additional expenditures and would negatively impact our operating results.

The Company has moved to arbitrate the varying contract interpretations held by itself on the one hand and The Regents of the
University of California (“The Regents”) on the other hand. While a final decision of the arbitrator is pending, the Company
established an escrow fund into which it deposited approximately $1.0 million in the fourth quarter of fiscal 2004, and an additional
$1.0 million in the first quarter of fiscal 2005, to resolve claims under the Amended and Restated License Agreement (the “License”)
between the Company and The Regents. Amounts paid into the escrow fund will be paid in whole or in part to the Company or The
Regents as determined by the arbitrator. If the arbitrator were to find in The Regents’ favor on all matters, the Company would need
to pay an additional amount in excess of the total amount in the escrow fund which could amount to the payment of $500,000 or more
and the Company would also face increased royalty expense in future periods since a royalty would be due on products that the
Company currently believes are not subject to royalty payments. The $1.0 million deposited in the escrow fund in the fourth quarter
of fiscal 2004 has been included in Other Assets on the accompanying 2004 balance sheet, and no expense has or will be recorded
with respect to the escrow fund or any additional contingent liabilities while the matter is being arbitrated.
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Our failure to respond to rapid changes in technology and intense competition in the laser industry could make our lasers
obsolete.

The aesthetic and cosmetic laser equipment industry is subject to rapid and substantial technological development and product
innovations. To be successful, we must be responsive to new developments in laser technology and new applications of existing
technology. Our financial condition and operating results could be hurt if our products fail to compete favorably in response to such
technological developments, or we are not agile in responding to competitors’ new product introductions or product price reductions.
In addition, we compete against numerous companies offering products similar to ours, some of which have greater financial,
marketing, and technical resources than we do. We cannot be sure that we will be able to compete successfully with these companies
and our failure to do so could hurt our business, financial condition, and results of operations.

Like other companies in our industry, we are subject to a regulatory review process and our failure to receive necessary
government clearances or approvals could affect our ability to sell our products and remain competitive.

The types of medical devices that we seek to market in the U.S. generally must receive either “510(k) clearance” or “PMA
approval” in advance from the U.S. Food and Drug Administration (FDA) pursuant to the Federal Food, Drug, and Cosmetic Act. The
FDA’s 510(k) clearance process usually takes from four to twelve months, but it can last longer. The process of obtaining PMA
approval is much more costly and uncertain and generally takes from one to three years or even longer. To date, the FDA has deemed
our products eligible for the 510(k) clearance process. We believe that most of our products in development will receive similar
treatment. However, we cannot be sure that the FDA will not impose the more burdensome PMA approval process upon one or more
of our future products, nor can we be sure that 510(k) clearance or PMA approval will ever be obtained for any product we propose to
market.

Many foreign countries in which we market or may market our products have regulatory bodies and restrictions similar to those of
the FDA. Particularly, for example, we are awaiting Ministry of Health approval in Japan for the sale of the Vbeam. We cannot be
certain that we will be able to obtain (or continue to obtain) any such government approvals or successfully comply with any such
foreign regulations in a timely and cost-effective manner, if at all, and our failure to do so could adversely affect our ability to sell our
products.

We have modified some of our products without FDA clearance. The FDA could retroactively decide the modifications
were improper and require us to cease marketing and/or recall the modified products.

Any modification to one of our 510(k) cleared devices that could significantly affect its safety or effectiveness, or that would
constitute a major change in its intended use, requires a new 510(k) clearance. The FDA requires every manufacturer to make this
determination in the first instance, but the FDA can review any such decision. We have modified some of our marketed devices, but
we believe that new 510(k) clearances are not required. We cannot be certain that the FDA would agree with any of our decisions not
to seek 510(k) clearance. If the FDA requires us to seek 510(k) clearance for any modification, we also may be required to cease
marketing and/or recall the modified device until we obtain a new 510(k) clearance.

Achieving complete compliance with FDA regulations is difficult, and if we fail to comply, we could be subject to FDA
enforcement action.

We are subject to inspection and market surveillance by the FDA to determine compliance with regulatory requirements. The
FDA’s regulatory scheme is complex, especially the Quality System Regulation (“QSR”), which requires manufacturers to follow
elaborate design, testing, control, documentation, and other quality assurance procedures. This complexity makes complete
compliance difficult to achieve. Also, the determination as to whether a QSR violation has occurred is often subjective. If the FDA
finds that we have failed to comply with the QSR or other applicable requirements, the agency can institute a wide variety of
enforcement actions, including a public warning letter or other stronger remedies, such as:

* fines, injunctions, and civil penalties against us

¢ recall or seizure of our products

*  operating restrictions, partial suspension, or total shutdown of our production
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¢ refusing our requests for 510(k) clearance or PMA approval of new products
¢ withdrawing product approvals already granted

*  criminal prosecution

Claims by others that our products infringe their patents or other intellectual property rights could prevent us from
manufacturing and selling some of our products or require us to incur substantial costs from litigation or development of non-
infringing technology.

Our industry has been characterized by frequent litigation regarding patent and other intellectual property rights. Patent
applications are maintained in secrecy in the U.S. until such patents are issued and are maintained in secrecy for a period of time
outside the U.S. Accordingly, we can conduct only limited searches to determine whether our technology infringes any patents or
patent applications of others. Any claims of patent infringement would be time-consuming and could:

*  result in costly litigation

¢ divert our technical and management personnel
*  cause product shipment delays

¢ require us to develop non-infringing technology

*  require us to enter into royalty or licensing agreements.

Although patent and intellectual property disputes in the laser industry have often been settled through licensing or similar
arrangements, costs associated with such arrangements may be substantial and often require the payment of ongoing royalties, which
could hurt our gross margins. In addition, we cannot be sure that the necessary licenses would be available to us on satisfactory terms,
or that we could redesign our products or processes to avoid infringement, if necessary. Accordingly, an adverse determination in a
judicial or administrative proceeding, or the failure to obtain necessary licenses, could prevent us from manufacturing and selling
some of our products, which could hurt our business, results of operations, and financial condition. On the other hand, we may have
to start costly and time consuming litigation in order to enforce our patents, to protect trade secrets, and know-how owned by us or to
determine the enforceability, scope, and validity of the proprietary rights of others.

We could incur substantial costs as a result of product liability claims.

There are various risks of physical injury to the patient when using our lasers for aesthetic and cosmetic treatments. Injuries often
result in product liability or other claims being brought against the practitioner utilizing the device and us. The costs and management
time we would have to spend in defending or settling any such claims, or the payment of any award in connection with such claims,
could hurt our business, results of operations, and financial condition. Although we maintain product liability insurance, we cannot be
certain that our policy will provide sufficient coverage for any claim or claims that may arise, or that we will be able to maintain such
insurance coverage on favorable economic terms.

/

We may be unable to attract and retain management and other personnel we need to succeed.

The loss of any of our senior management or other key research, development, sales, and marketing personnel, particularly if lost
to competitors, could hurt our future operating results. Our future success will depend in large part upon our ability to attract, retain,
and motivate highly skilled employees. We cannot be certain that we will attract, retain, and motivate sufficient numbers of such
personnel.
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Our failure to manage future acquisitions and joint ventures effectively may divert management attention from our core
business and cause us to incur additional debt, liabilities or costs.

We may acquire businesses, products, and technologies that complement or expand our business. We may also consider joint
ventures and other collaborative projects. We may not be able to:

¢ identify appropriate acquisition or joint venture candidates
* successfully negotiate, finance, or integrate any businesses, products, or technologies that we acquire

*  successfully manage any joint ventures or collaborations.

Furthermore, the integration of any acquisition or joint venture may divert management time and resources. If we fail to manage
these acquisitions or joint ventures effectively, we may incur debts or other liabilities or costs that could harm our operating results or
financial condition. While we from time to time evaluate potential acquisitions of businesses, products, and technologies, consider
joint ventures and other collaborative projects, and anticipate continuing to make these evaluations, we have no present
understandings, commitments, or agreements with respect to any acquisitions or joint ventures.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

Revenue from outside the US, consisting of sales from our subsidiaries in Germany, Spain, France and Japan and sales shipped
directly from the US to international locations, constituted 52% of our total revenue for fiscal 2004.

Our international subsidiaries transact business in both local and foreign currencies and therefore we are exposed to foreign currency
exchange risk resulting from fluctuations in foreign currencies. This risk could adversely impact our results and financial condition.
From time to time, we may enter into foreign currency exchange and option contracts to reduce our exposure to foreign currency
exchange risk and variability in operating results due to fluctuation in exchange rates underlying the value of current transactions and
anticipated transactions denominated in foreign currencies. These contracts obligate us to exchange predetermined amounts of
specified foreign currencies at specified exchange rates on specified dates. These contracts are denominated in the same currency in
which the underlying transactions are denominated and bear a contract value and maturity date that approximate the value and
expected settlement date, respectively, of the underlying transactions. We do not engage in foreign currency speculation.

On July 3, 2004 the Euro closed at 0.812 Euro to 1.00 U.S Dollar compared to 0.875 Euro to 1.00 U.S. Dollar on June 28, 2003. The
Japanese Yen closed at 108.38 Yen to 1.00 U.S. Dollar on July 3, 2004 compared to 119.61 Yen to 1.00 U.S. Dollar on June 28, 2003.
Net gains resulting from foreign currency translations amounted to $338,509 for fiscal 2004.

At July 3, 2004 and June 28, 2003, a hypothetical 10% positive change in foreign exchange rates would result in translation gains of
$18,000 and $135,000 respectively that would be recorded in the equity section of our balance sheet.

At July 3, 2004 and June 28, 2003, a hypothetical 10% adverse change in foreign exchange rates would result in a net transaction loss
of $6,000 and a net transaction gain of $73,000, respectively that would be recorded in current earnings.

Item 8.  Financial Statements and Supplementary Data,

Financial statements and supplementary data are included herein and are indexed under Item 15 (a) (1)-(2).

29




Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

On December 4, 2003, the Audit Committee of the Board of Directors of the Company (the “Audit Committee”) dismissed Ernst
&Young LLP (“E&Y™) as the Company’s independent public accountants. The audit reports of E&Y on the consolidated financial
statements of the Company for the fiscal years ended June 28, 2003 and June 29, 2002 did not contain any adverse opinion or
disclaimer of opinion, nor were the reports qualified or modified as to uncertainty, audit scope or accounting principles. On
December 4, 2003, the Audit Committee engaged BDO Seidman, LLP (“BDO”) to serve as the Company’s independent public
accountants for the Company’s fiscal year ending July 3, 2004. During the Company’s fiscal years ended July 3, 2004 and June 28,
2003, there have been no disagreements with E&Y on any matter of accounting principles or practices, financial statement disclosure
or auditing scope or procedure, which disagreements, if not resolved to the satisfaction of E&Y, would have caused it to make
reference to the subject matter of the disagreements in connection with its reports.

During the Company’s fiscal years ended July 3, 2004 and June 28, 2003, there were no reportable events (as defined in Item 304

(a)(1)(v) of Regulation S-K), except that in connection with its audit for the year ended June 28, 2003 E&Y advised the Company of

two reportable conditions which constituted material weaknesses in internal controls necessary for the Company to develop reliable v
financial statements. E&Y advised the Company that in its opinion the material weaknesses were (i) a failure in the Company’s
implementation of a new accounting software system and (ii) a lack of standard operational controls to detect errors in account

balances once the new accounting software system was implemented. However, E&Y has advised the Audit Committee and .
management that these conditions were considered in determining the nature, timing, and extent of the procedures performed in

E&Y’s audit of the Company’s consolidated financial statements for the year ended June 28, 2003, and that these conditions did not

affect E&Y’s report dated August 18, 2003 (except for Note 14 as to which the date is September 24, 2003) on those financial

statements.

The Audit Committee and management discussed the reportable conditions with E&Y. Management believes that it has implemented
additional controls sufficient to prevent the data entry problems it encountered during the implementation of its new accounting
software system from occurring in the future. In connection with its audit for the year ended July 3, 2004, BDO did not advise the
Company of any continuing or new reportable conditions. The Company has also reevaluated its other internal controls, and
management believes it has taken the necessary steps so that adequate control procedures are in place and will be followed.
Management also believes that the Company’s financial statements and related disclosures, as filed to date, present fairly, in all
material respects, the Company’s financial condition and results of operations for the respective periods. Management also believes
that the material weaknesses specified by E&Y did not adversely affect the Company’s ability to report, in a timely manner, material
information required to be included in the Company’s periodic filings with the Securities and Exchange Commission. The Company
authorized E&Y to respond fully to the inquiries of BDO concerning the material weaknesses and any other accounting or other
matters.

The Company provided a copy of the above disclosures to E&Y and requested that E&Y furnish the Company with a letter addressed
to the Securities and Exchange Commission stating whether it agreed with the above statements and, if not, stating the respects in
which it does not agree. A copy of such letter, dated December 9, 2003, is filed as Exhibit 16.1 to the Company’s Current Report on
Form 8-K dated December 4, 2003. ’

During the Company’s fiscal years ended June 28, 2003 and June 29, 2002 and until BDO’s engagement on December 4, 2003, the
Company did not consult BDO with respect to the application of accounting principles to a specified transaction, either completed or
proposed, or the type of the audit opinion that might be rendered on the Company’s consolidated financial statements, or any other
matters or reportable events listed in Items 304 (a)(1)(iv) and (v) of Regulation S-K.

Item 9A. Controls and Procedures

{

(a) Evaluation of disclosure controls and procedures. An evaluation of the effectiveness of the design and operation of our “disclosure
controls and procedures” (as defined in the Securities Exchange Act of 1934 Rule 13a-15(e)) was performed under the supervision and
with the participation of members of our management, including our Chief Executive Officer and our Chief Financial Officer, as of
July 3, 2004 (the “Evaluation Date™). Based on that evaluation, members of our management, including our Chief Executive Officer
and our Chief Financial Officer, have concluded that, as of the Evaluation Date, our disclosure controls and procedures were effective
in enabling us to record, process, summarize and report the information required to be included in this annual report within the
required time period.

(b) Changes to Internal Control over Financial Reporting. There were no changes in our internal control over financial reporting
during the fourth fiscal quarter ended July 3, 2004 that have materially affected, or are reasonably likely to materially affect, our
internal control over financial reporting.

Item 9B. Other Information

None.




Part 111
Anything herein to the contrary notwithstanding, in no event are the sections entitled “Stock Performance Graph”, “Compensation
Committee Report on Executive Compensation” and “Audit Committee Report” to be incorporated by reference herein from the
Company’s definitive proxy statement for the Company’s 2004 annual meeting of stockholders.
Item 10: Directors and Executive Officers Of The Registrant
Certain information concerning the directors and executive officers of the Company is incorporated by reference herein from the
information contained in the section entitled “Occupations of Directors and Executive Officers” in our definitive proxy statement (the
“Definitive Proxy Statement”) for the 2004 annual meeting of stockholders to be filed with the Securities and Exchange Commission
within 120 days after the end of Candela’s fiscal year ended July 3, 2004.
The information concerning compliaﬁce with Section 16(a) of the Exchange Act required under this item is incorporated herein by
reference from the information contained in the section entitled “Section 16(a) Beneficial Ownership Reporting Compliance” in the
Definitive Proxy Statement.

Item 11: Executive Compensation

Certain information concerning executive compensation is incorporated herein by reference from the information contained in the
section entitled “Compensation and Other Information Concerning Directors and Officers” in the Definitive Proxy Statement.

Item 12: Security Ownership Of Certain Beneficial Owners and Management and Related Stockholder Matters

Certain information concerning security ownership of certain beneficial owners and management is incorporated herein by reference
from the information contained in the section entitled “Security Ownership of Certain Beneficial Owners and Management” in the
Definitive Proxy Statement.

Item 13: Certain Relationships and Related Transactions

Certain information concerning certain relationships and related transactions is incorporated herein by reference from the information
contained in the section entitled “Certain Relationships and Related Transactions” in the Definitive Proxy Statement.

Item 14: Principal Accountant Fees and Services

Certain information concerning principal accountant fees and services is incorporated herein by reference from the information
contained in the section entitled “Principal Accountant Fees and Services” in the Definitive Proxy Statement.
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PartIV

Item 15. Exhibits, Financial Statement Schedules, and Reports on Form 8-K.

(a) The following items are filed as part of this report:

(1) Consolidated Financial Statements:

Report of Registered Independent Public Accounting Firm F-1
Report of Registered Independent Public Accounting Firm F-2
Consolidated Balance Sheets — July 3, 2004 and June 28, 2003 E-3
Consolidated Statements of Operations Years ended July 3, 2004, June 28, 2003, and June 29, 2002 F-4
Consolidated Statements of Stockholders’ Equity — Years Ended July 3, 2004, June 28, 2003, and June 29, 2002 F-5
Consolidated Statements of Cash Flows - Years Ended July 3, 2004, June 28, 2003, and June 29, 2002 F-6
Notes to Consolidated Financial Statements F-7

(2) Consolidated Financial Statement Schedules:

Schedule II - Valuation and Qualifying Accounts F-22

The reports of the registrant’s independent auditor with respect to the above-listed financial statements and financial statement
schedule appears on page F-1 and F-2 of this report.

All other financial statements and schedules not listed have been omitted since the required information is included in the
consolidated financial statements or the notes thereto, or is not applicable, material, or required.

(3) Exhibits: Except as otherwise noted, the following documents are incorporated by reference from the Company’s Registration
Statement on Form S-1 (File Number 333-78339) or filed herewith:

3.1
32
10.1
10.2
10.2.1
10.2.2
10.2.3
10.2.4
10.2.5
10.3
10.4
10.5
10.6

10.7
10.8
109

10.10
10.10.1
10.12*

10.12.1*
10.13
10.13.1
10.13.2
211
231

232
311

<FN9>
<FN1>
<FN2>
<FN2>
<FN3>
<FN3i>
<FN7>
<FN13>
<FN7>
<FN7>
<FN7>
<FN4>

<FN35>
<FNg&>
<FN10>

<FN13>
<FN13>
<FN14>

<FN15>
<FN12>
<FN12>

<FN12>

Certificate of Incorporation, as amended
By-laws of the Company, as amended and restated
1985 Incentive Stock Option Plan
1987 Stock Option Plan
1989 Stock Plan
1990 Employee Stock Purchase Plan
1990 Non-Employee Director Stock Option Plan
1993 Non-Employee Director Stock Option Plan
1998 Amended and Restated Stock Plan
Lease for premises at 526 Boston Post Road, Wayland, Massachusetts.
Lease for premises at 530 Boston Post Road, Wayland, Massachusetts.
Patent License Agreement between the Company and Patlex Corporation effective as of July 1, 1988.
License Agreement among the Company, Technomed International, Inc. and Technomed International S.A.
dated as of December 20, 1990.
License Agreement between the Company and Pillco Limited Partnership effective as of October 1, 1991.
Distribution Agreement between the Company and Cryogenic Technology Limited, dated October 15, 1993.
Asset Purchase Agreement between the Company and Derma-Laser, Limited and Derma-Lase, Inc. dated
June 23, 1994,
Letter Agreement between the Company and Fleet Bank dated February 13, 1997.
Amendment to Letter Agreement between the Company and Fleet Bank dated December 15, 1998.
Amended and Restated License Agreement between the Company and The Regents of the University of
California for Dynamic Skin Cooling Method and Apparatus effective as of August 11, 2000.
Settlement Agreement dated August 11, 2000 by and among the Company, the Regents of the University of
California, and Cool Touch, Inc.
Note and Warrant Purchase Agreement, dated as of October 15, 1998 by and among the Company,
Massachusetts Capital Resource Company, William D. Witter and Michael D.Witter.
Form of Note delivered to the Company in the aggregate principal amount of $3,700,000 to Massachusetts
Capital Resource Company, William D. Witter and Michael D. Witter.
Form of Common Stock Purchase Warrant to purchase an aggregate of 370,000 shares of the Company’s
Common Stock delivered to Massachusetts Capital Resource Company, William D. Witter and Michael D.
Witter.
Subsidiaries of the Company
Consent of BDO Seidman, LLP (Independent Registered Public Accounting Firm)
Consent of Emst & Young LLP (Independent Registered Public Accounting Firm)
Rule 13a-14(a)/15d-14(a) Certification of Chief Executive Officer
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312
321
322

Rule 13a-14(a)/15d-14(a) Certification of Chief Financial Officer
Section 1350 Certification of Chief Executive Officer
Section 1350 Certification of Chief Financial Officer

* Confidential treatment as to certain portions has been requested pursuant to Rule 24b-2.

<FN1>

<FN2>

<FN3>

<FN4>

<FN5>

<FN6>

<FN7>

<FNg&>

<FN9>

<FN10>

<FN11>

<FN12>

<FN13>

<FN14>

<FN15>

(b) Reports on Form §-K. On May 4, 2004, the Company filed a current report on Form 8-K (including item 12)

Previously filed as an exhibit to Registration Statement No. 33-54448B and incorporated herein
by reference.

Previously filed as an exhibit to the Company’s Amended and Restated Annual Report on Form
10-K for the fiscal year ended June 30, 1988 (Commission file number 000-14742), and
incorporated herein by reference.

Previously filed as an exhibit to the Company’s Annual Report on Form 10-K for the fiscal year
ended June 30, 1990 (Commission file number 000-14742), and incorporated herein by
reference.

Previously filed as an exhibit to Form 10-Q for the quarter ended December 29, 1990
(Commission file number 000-14742), and incorporated herein by reference.

Previously filed as an exhibit to Form 10-Q for the quarter ended September 2§, 1991
{Commission file number 000-14742), and incorporated herein by reference.

Previously filed as an exhibit to Form 8-K, dated September 8, 1992 (Commission file number
000-14742), and incorporated herein by reference.

Previously filed as an exhibit to the Company’s Annual Report on Form 10-K for the fiscal year
ended July 3, 1993 (Commission file number 000-14742), and incorporated herein by reference.
Previously filed as an exhibit to Form 10-Q for the quarter ended January 1, 1994 (Commission
file number 000-14742), and incorporated herein by reference.

Previously filed as an exhibit to Form 10-Q for the quarter ended April 2, 1994 (Commission
file number 000-14742), and incorporated herein by reference.

Previously filed as an exhibit to the Company’s Annual Report on Form 10-K for the fiscal year
ended July 2, 1994 (Commission file number 000-14742), and incorporated herein by reference.
Previously filed as an exhibit to Form 10-Q for the quarter ended March 27, 1999 (Commission
file number 000-14742), and incorporated herein for reference.

Previously filed as an exhibit to the Company’s Amended and Restated Annual Report on Form
10-K for the fiscal year ended June 27, 1998 (Commission file number 000-14742), and
incorporated herein by reference.

Previously filed as Appendix A to the Company’s Schedule 14A, filed December 28, 2002, and
incorporated herein by reference.

Previously filed as an exhibit to Form 10-Q for the quarter ended March 31, 2001 (Commission
file number 000-14742), and incorporated herein by reference.

Previously filed as an exhibit to Form 10-K for the fiscal year ended July 1, 2000 (Commission
file number 000-14742), and incorporated by reference.

reporting our earnings for the third fiscal quarter ended March 27, 2004.

(c) The Company hereby files, as part of this Form 10-K, the exhibits listed in Item 15(a)(3) above, other than

exhibits 32.1 and 32.2, which the Company hereby furnishes.

(d) The Company hereby files, as part of this Form 10-K, the consolidated financial Statement schedules listed in

Item 15(a)(2) above.
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SIGNATURES
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized, on September 14, 2004.
CANDELA CORPORATION
By: /s/ Gerard E. Puorro

Gerard E. Puorro, President,
Chief Executive Officer and Director

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on
behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ Gerard E. Puorro President, Chief Executive September 14, 2004
Gerard E. Puorro Officer, and Director

(Principal Executive Officer)

/s/ F. Paul Broyer Senior Vice President of September 14, 2004
F. Paul Broyer Finance and Administration,

Chief Financial Officer
/s/ Kenneth D. Roberts Chairman of the Board of September 14, 2004
Kenneth D. Roberts Directors
/s/ Nancy Nager Director September 14, 2004
Nancy Nager
/s/ Douglas W. Scott Director September 14, 2004
Douglas W. Scott
/s/ Ben Bailey, ITI Director September 14, 2004
Ben Bailey, III
/s/ George Abe Director September 14, 2004
George Abe
/s/ Eric Bernstein Director September 14, 2004

Eric Bernstein
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Report of Independent Registered Public Accounting Firm

Board of Directors and Stockholders
Candela Corporation
Wayland, MA

We have audited the accompanying consolidated balance sheet of Candela Corporation and subsidiaries as of July 3, 2004 and the
related consolidated statements of operations and comprehensive income (loss), stockholders’ equity, and cash flows for the year then
ended July 3, 2004. Our audit also included the financial statement schedule listed in the index at item 15(a). These financial
statements and schedule are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements and schedule based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance as to whether the financial statements and
schedule are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements and schedule. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation and schedule. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated financial
position of Candela Corporation and subsidiaries at July 3, 2004 and the consolidated results of their operations and their cash flows
for the year then ended July 3, 2004, in conformity with accounting principles generally accepted in the United States. Also, in our
opinion, the schedule presents fairly, in all material respects, the information set forth therein.

/s/ BDO SEIDMAN, LLP

Boston, Massachusetts
August 24, 2004
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Candela Corporation

We have audited the accompanying consolidated balance sheet of Candela Corporation and subsidiaries as of June 28, 2003 and the

related consolidated statements of operations and comprehensive income (loss), stockholders’ equity, and cash flows for each of the

two years in the period ended June 28, 2003. Our audits also included the financial statement schedule listed in the Index at

Item 15(a) for the two years in the period ended June 28, 2003. These financial statements and schedule are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial statements and schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to obtain reasonable assurance as to whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated financial
position of Candela Corporation and subsidiaries at June 28, 2003 and the consolidated results of their operations and their cash flows
for each of the two years in the period ended June 28, 2003, in conformity with U.S. generally accepted accounting principles. Also,
in our opinion, the related financial statement schedule, when considered in relation to the basic financial statements taken as a whole,
presents fairly in all material respects the information set forth therein.

/s/ ERNST & YOUNG LLP

Boston, Massachusetts
September 2, 2004

F-2




CANDELA CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
July 3, 2004 and June 28, 2003

(in thousands, except share information) 2004 2003
(Restated)
Assets:
Current assets:
Cash and cash eqUIVAIENTS.......c.oovviiviier it en et seene $ 37,139 $ 31,813
Restricted cash (BOTE 6) ...t csee s s se e e ss e st seesae s e seseas 257 57
Accounts receivable (net of allowance for doubtful accounts of $1,492 in 2004 and $970
TN 2003) ...ttt st e et e st er e e b e ebe s e be b e e s et e aaenbesresbeseetae et eereshens 34,302 26,572
NOLES TECEIVADIE .....veitiiricriiiieciice e eresesresae s beetaestessaesesessersessesssessressersasssesssssasssnssasessasssen 1,151 1,086
THIVEILOTIES, NBL....iiviiiirieieeeceetecee et re s e e e saveesb e stbe s e messabesrbe s sssesrasasessrsbesssesinsssereens 13,571 10,834
OthEr CUITENE @SSELS ... 0o cvieseeererieireeteseeeteiiestesebesseestssssensssreersessesssesseessessessssoseasssnsseraseesaens 2,184 658
TOAL CUITENE ASSELS ... .veivvieteeiiereees e reereteeereebessectesreessssreetsestesssesssesssertarseesesbesensensenss 88,604 71,020
Property and eqUiPMEnt, MOt .........oveveeririeiiirenireerineren i eeisee st st esese st srete s sse s sasas s e n e s sesenes 3,406 3,327
DEferTed tAX @SSELS ..ivviivreiierierieiiirecrest ettt e et et ests s s becbr e besrae sa e e e be et b e b e aabe st sereere e e b erabens 5,914 4,760
PrEpaid lICEISES.....c.veviiceir ettt et st bs s b et st e s r e 1,054 1,228
OBRET BSSEIS ...vvevveeeecireetiiiecreeteeesireesesie e aeebrasbesseesmsesabeebeesbeshseareareebsaabesssessserseoresarssasssssansssensenneens 1,501 166
TOtAL BSSELS ...eviiireicsiieerirtii ettt e e ta s b st s aese b e besas b e st s st saarne e sa b et s rnerbertes $ 100,479 $ 80,501

Liabilities and Stockholders’ Equity

Current liabilities:

ACCOUNTS PAYADIE .....oovrecerereeerireirir e sseea s b e vt e et st e s sa st et esasa et anearenerentes $ 6,973 § 5,271
Accrued payroll and related EXPENSES.......ocvierrerrnieirenirin et et se e 5,428 4,656
ACCTUEA WAITANLY COSLS ...c.veueirierenerieieentnaetresensesb e seesenese st st srasbe s s s bbb et sasste st sbennnanons 4,946 3,628
INCOME tAXES PAYADBIE ...c..ooiiieieceirtc ettt ea e et e b e e nsns s e e senasenanearan 1,844 3,528
Other accrued Habilities ......oviviiiiiiciei e et st ebes 3,586 2,755
Deferred income (CUIrent POTHON) ....c..ccevvieiiiereiiccieniiiei ettt ssteeseeseese st s s seeaseneen 3,421 2,779
Current liabilities of diSCONtINUEd OPETALIONS .....cccvviciiiiniirerieerteriacreteareessesesreeseseeensessnsens 1,019 1,095
Total current Habilities .......c.coveiecieiiiiie st aas 27,217 23,712
Other 1ong-1erm HADILILIES ... ..ccvoveviiesietireiesere sttt see e sttt retee st st ae st st eate e seetsseesresaeeane 3,945 3,393
Long-term liabilities of discontinued OPerations..........covuveevecerarerniiet et 2,548 48
TOtal HADMILIES ...eovvieceeerire et sttt et s st 33,710 27,153
Stockholders’ equity:
Common stock, $.01 par value: 30,000,000 shares authorized, 24,567,062 and 23,527,854
shares issued in 2004 and 2003, 1€SPECLIVELY .....ccovvevvrerirenienicirernretre e s rorrsnne 246 235
Treasury stock, 2,250,000 shares in 2004 and 2003, at COSt.....ocvvviiriiriiercnicrcieee e (12,997) 12,997)
Additional paid-in CaPIAl...........cccvererirrinriierrri e e e ne 53,069 48,373
AccUMUIAtEd EAIMINES .....ocvveceveeniriiiere et eree e resrer e saasa b e sesraresanasbe st et ensesesmsasnasesas 26,023 17,904
Accumulated other comprehensive iNCOME (JOSS)...c.oovvrrrrereicriniernireere e e 428 167)
Total StoCKhOIAETS™ EQUILY ...cvvveveriirierieerietrirectrertrte et see oot s e nessrenoses 66,769 53,348
Total liabilities and Stockholders’ EQUILY ......cc.vvevreieeieneireerieic v et ees $ 100,479 $ 80,501

The accompanying notes are an integral part of the financial statements.
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CANDELA CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME (LOSS)
For the years ended July 3, 2004, June 28, 2003 and June 29, 2002

(in thousands, except per share data) 2004 2003 2002
(Restated) (Restated)
Revenue:
Lasers and other ProduCES........ccoveveirerereiernneeenerr s s se s e s $ 87,965 § 68,072 § 45,957
Product related SEIVICE ........oovveeiirreeri e sreeciee st esae s b reebe e e eesnnecnnes 16,473 10,579 12,731
TOtal FEVENUE.......uviciveiiccnieeec et eere e s e sseaessbe e seeraesnbeeseesensaes 104,438 78,651 58,688
Cost of sales:
Lasers and other products..........cvcevvicreeineiieini s 36,413 30,641 20,396
Product related SEIVICE ......coverriiieriiriecniie s sere st sr e ereeseaescnesnnens 14,860 7,992 11,205
Total COSt OF SALES.....coiviiieiireierreeerere e re e e esae e e seessrnesrnenee 51,273 38,633 31,601
GIoSS PYOfit... ..ottt et ettt et n st et s s s e s snsssrnes 53,165 40,018 27,087
Operating expenses:
Research and development.............coceviiririiniienini e 5,302 4,545 4,644
Selling, general and adminiStrative .......cccocevereeeviveeniieeven s e 33,978 24,519 24,832
Total Operating EXPEnSeS.......ccovvecerernrerererteenreresraseseessessenssseressenns 39,280 29,064 29,476
Income (loss) from Operations............c..cccoceiiiiinnii i 13,885 10,954 (2,389)
Other income (expense):
INEEIESt IMCOMIC ..c..eeveirieeieeriieteroree e eresaessreessarstessreassessnaassesrasssssrsessassens 308 651 546
INEETESE EXPEISE . ..ucvevereeeeerierierierie e s e e s st ser et s s r e e a s e emreerae saee (19) (218) (476)
Other inCOMEe EXPENSE, NEL.....corerverrererieireserieseneirsessesesssiessesassssesssssorans 924 (44) 487
Total other INCOME (EXPENSE] ..uveirrirrrermmieesiresiisiersensieesresesnassss 1,213 389 557
Income (loss) from continuing operations before income tax.................... 15,098 11,343 (1,832)
Provision for (benefit from) iNCOME tAXES ....cvvrererereireerereie et 4,586 3,516 (421)
Income (loss) from continuing operations...............ccccoevverenciinneninnnnennn. 10,512 7,827 (1,411)

Discontinued operations:
Loss from discontinued skin care center operations of $473, $1,468,
and $964 less income tax benefit of $175, $455, and $221,

TESPECEIVELY ..ooeiniiiiiiiiii e et (298) (1,013) (743)
Loss on closure of skin care center of $3,348 less income tax benefit
OF S1,283 ot ettt nen (2,095)
Net income (J0SS).........cocooieriririierienr e et sre s $ 8,119 § 6,814 § (2,154)
Net income (loss) per share of common stock...........c..ccoeevveivinivnennnne.
Basic: \
Income (loss) from continuing operations............c.ccccocevrierinnnenn. $ 48 S 39 § (.07)
Loss from discontinued operations..................ccccovevnincriinvicnenne (.11) (.05) (.04)
Net income (J0SS)........cccovvivrievieriiceieie e ce e st sreerae s eeseenne $ 37 § 34 8 (.11)
Diluted:
Income (loss) from continuing operations...........c..cococvveiveninnnn, $ 46 3 38 3 (.07)
Loss from discontinued operations..............cocovvenievieeniiiennnnn (.10) (.05) (.04)
Net inCome (JOSS)..........ccovviirriiiiiriiieeveecre et et er st srresrsenseen $ 36 § 33 8 (.11)
Basic weighted average shares outstanding............c.cc.cococivnininiinnnne. 21,902 20,083 20,106
Diluted weighted average shares outstanding...............ccccooooeiirenniennnn. 22,712 20,645 20,106
Net INCOME (J0SS)......coviieriiirie et e ererre e ere st rae st b esaereassesrerssrenns $ 8,119 $ 6,814 § (2,154)
Other comprehensive income (loss) net of tax:
Foreign currency transiation adjustment ...............cc.cocccooonvininnrnccrcenenne. 595 (732) 661
Total comprehensive income (10S8) ........cccooovveviieeiciiiccecce e $ 8,714 $ 6,082 $ (1,493)

The accompanying notes are an integral part of the financial statements.
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CANDELA CORPORATION AND SUBSIDIARIES CONSOLIDATED STATEMENTS OF
STOCKHOLDERS’ EQUITY
For the years ended July 3, 2004, June 28, 2003 and June 29, 2002

Accumulated
Additional Other
Common Stock Paid-in Treasury Stock Accumulated Comprehensive

(in thousands) Shares Amount Capital Shares Amount Earnings Income (Loss) Total
(Restated)
Balance June 30,2001................. 21,318 $ 213 $ 43,380 (1,000)% (7,782) $ 13,244 § (2,081)$ 46,974
Sale of common stock under

stock plans......ccecverniinienneienne 200 2 393 395
Treasury stock purchases .............. (1,250)  (5,215) (5,215)
Net 1088 ceeiveirivecce e (2,154) (2,154)
Currency translation adjustment ... 853 853
Balance June 29,2002................. 21,518 215 43,773  (2,250) (12,997) 11,090 (1,228) 40,853
Sale of common stock under

stock plans.........ccoviienicinnnees 1,140 11 3,452 3,463
Exercise of stock warrants ............ 870 9 1,148 1,157
Net INCOME ..couviveerreiiiirernreerrnnns 6,814 6,814
Currency translation adjustment ... 1,061 1,061
Balance June 28,2003................. 23,528 235 48,373  (2,250) (12,997) 17,904 (167) 53,348
Sale of common stock under

stock plans.........cccoennvreceennenenns 979 9 4,618 4,627
Exercise of stock warrants ............ 60 1 79 80
Net INCOME .ovvvrvirirniivenirinneriirinns 8,119 8,119
Currency translation adjustment ... 595 595
Balance July 3,2004.................... 24,567 $ 246 $§ 53,069 (2,250) $(12,997) $ 26,023 § 428 § 66,769

The accompanying notes are an integral part of the financial statements.
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CANDELA CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the years ended July 3, 2004, June 28, 2003 and June 29, 2002
(in thousands)

2004 2003 2002
(Restated) (Restated)

Cash flows from operating activities:
Net inCOME (10SS) c-vvveeirnrenirienererieie e serens e et esee s e ss e seaanes $ 8,119 $ 6,814 $ (2,154)
Adjustments to reconcile net income (loss) to net cash provided by
(used for) operating activities:

Provision for the disposal of discontinued operations..........cc.c.ce..... 2,095 — —
Loss from discontinued Operations ............ceeccveeceireeniennniesserinenns 298 1,013 743
DEPreCIatiON ...cuvrevrerererieierire st s srere et eb st s 668 582 355
Accretion of imputed interest on stock warrants........c.ceecvvcninennn, — 478 162
Provision for bad debts...........ocvverrieniniiieeeecee e e 520 (13) 116
Provision for deferred taxes ..........coceevereiveeiemrcrenenseetesecne e 955 (682) 115)
Tax benefit from exercised stock options.........cceevevreerierrcvricrcnnens (1,223) (505) (6)
Effect of exchange rate changes on foreign currency denominated ,
assets and Habilites . ......ocovevvrieeience e e 26 36 (305)
Changes in assets and liabilities:
Restricted cash ......oooviriiiie e (200) (57) —
AcCcounts receivable ......ooiviiiiieine e (7,663) (2,417) (3,525)
NOES TECRIVADIE .....veevrev e rre et rre e e 62 179 (54)
TIVENLOTIES . ..eeeivveeivreeeeecreeereesnreeeeesereaeeneeersaesstseesbbeanseessraesureess (2,134) 1,761 (1,661)
Other CUTENt ASSEIS ...uvivvirivererireecrerreeeerererreeeeressresnesaeeessseses (2,550) 225 175
OThET ASSEIS .vivveeriiieiecriircecearercere st sse e neseraasseease s raeseessesesaseses (236) 157 305
AccoUNtS PAYADIE ....cc.overveiiereieiriie et 91) (1,409) (3,069)
Accrued payroll and related eXpenses.........coccocoevencnieeiiennenns 707 1,622 1,139
Deferred INCOME.......ocveieieiiie e sttt s 548 574 24
Accrued WaITANLY COSES .ocviieivererirneiiesireneese st eresresanne s 1,776 921) 830
Income tax payable ......cccooeeiiniivi e (1,312) 4,168 (784)
Other accrued Habilities .......c.coevvieeiirieierinereniencree e ereseeernene 767 53 813
Net cash provided by (used in) operating activities ...........cccovceninciniiiens 1,132 11,655 (7,071)
Cash flows from investing activities:
Purchase of property, plant and equipment..........cccoevcrernivrenirarenens (685) (1,227) (1,058)
Net cash used in investing aCtiVities .......oceeieeverirsireie et (685) (1,227) (1,058)
Cash flows from financing activities:
Proceeds from issuance of common StOCK .......ccoccvvvrreerieeiienirenrnene 4,707 o 4,620 394
Repurchases of treasury stock.......coooeeeveeeereniesienceiee s — — (5,215) j
Principal payments of long-term debt ........c.ccocervenienncnicnnicncnnnens — (3,330) (370)
Net borrowings (repayments) on line of credit..........ccooeeiniiincnnn, — (1,114) 50
Net cash provided by (used in) financing activities .........ccccoverrreereiireenen. 4,707 176 (5,141)
Effect of exchange rate changes on cash and cash equivalents................... 172 1,552 890
Net increase (decrease) on cash and cash equivalents.........coeveinnieiininnnn, 5,326 12,156 (12,380)
Cash and cash equivalents, beginning of year...........c..ccceovenneenncrenvienens 31,813 19,657 32,037
Cash and cash equivalents, end of year..........c.ccicvevnccininccinniieninn, $ 37,139 § 31,813 § 19,657
Cash paid during the year for:
INEEIESt e vivinrre ittt et s bt sains $ 15 8 235 8§ 347
INCOME TAXES ...vevveeriiiririiiieereerseereete e seeseea et sbeesese et e te e erebesesrenenns $ 3,265 $ 751§ (68)

The accompanying notes are an integral part of the financial statements.
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Notes to Consolidated Financial Statements
1. Summary of Significant Accounting Policies
Description of Business and Basis of Presentation

Candela Corporation is a pioneer in the development and commercialization of advanced aesthetic laser systems that allow physicians
and personal care practitioners to treat a wide variety of cosmetic and medical conditions. The consolidated financial statements
include the accounts of Candela Corporation and its wholly-owned subsidiaries. All intercompany accounts and transactions have
been eliminated in consolidation. The notes to our consolidated financial statements pertain to continuing operations except where
otherwise noted.

All prior period financial statements have been restated to reflect skin care centers operations as discontinued (See note 11).

All share and per-share information included in the accompanying consolidated financial statements for all periods presented have
been restated to retroactively reflect the effect of a two-for-one stock split which occurred on February 16, 2004.

The Company’s fiscal year ends on the Saturday nearest June 30. The year ended July 3, 2004 contains 53 weeks. The years ended
June 28, 2003 and June 29, 2002 each contain 52 weeks.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the reporting period. It is the belief of the
Company’s management that all necessary adjustments have been made for an accurate presentation of results. Actual results could
differ from those estimates and impact future results of operations and cash flows.

In the ordinary course of accounting for the items discussed above, we make changes in estimates as appropriate, and as we become
aware of circumstances surrounding those estimates. Such changes and refinements in estimation methodologies are reflected in
reported results of operations in the period in which the changes are made and, if material, their effects are disclosed in the Notes to
the Consolidated Financial Statements.

Cash and Cash Equivalents

The Company classifies investments purchased with a maturity, at the date of acquisition, of three months or less as cash equivalents.
These are valued at cash plus accrued interest, which approximates market value. At July 3, 2004, and June 28, 2003, substantially all
cash equivalents were invested in overnight Repurchase Agreements with a major bank.

Accounts Receivable and Notes Receivable

The Company’s trade accounts receivables and notes receivables are primarily from sales to end users, leasing companies, and
-distributors servicing the medical device market, and reflect a broad domestic and international customer base. The Company does
not require collateral and has not historically experienced significant credit losses related to receivables from individual customers or
groups of customers in any particular industry or geographic area. Our policy is to maintain allowances for estimated losses resulting
from the inability of our customers to make required payments. Credit limits are established through a process of reviewing the
financial history and stability of each customer. Where appropriate, we obtain credit rating reports and financial statements of
customers when determining or modifying their credit limits. We regularly evaluate the collectibility of our trade receivable balances
based on a combination of factors. When a customer’s account balance becomes past due, we initiate dialogue with the customer to
determine the cause. If it is determined that the customer will be unable to meet its financial obligation to us, such as in the case of a
bankruptey filing, deterioration in the customer’s operating results or financial position or other material events impacting their
business, we record a specific allowance to reduce the related receivable to the amount we expect to recover given all information
presently available.

{nventories

Inventories are stated at the lower of cost (first-in, first-out method) or market, using a standard costing system.
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Property and Equipment

Purchased property and equipment is recorded at cost. Property and equipment purchased under capital lease arrangements is
recorded at the lesser of cost or the present value of the minimum lease payments required during the lease period. Laser systems used
for testing are capitalized at cost. Repairs and maintenance costs are expensed as incurred. Depreciation is provided using the straight-
line method over the estimated useful lives as follows:

Number of Years

Leasehold improvements and assets under capital lease L 2t013
Office furniture, computer and other equipment 3t0 10

Income Taxes

The Company accounts for income taxes using an asset and liability approach that requires the recognition of deferred tax assets and
liabilities for the expected future tax consequences of events that have been recognized in the financial statements or tax returns. In
estimating future tax consequences, all expected future events are considered other than enactments of changes in tax laws or rates.
Valuation allowances are established as necessary to reduce deferred tax assets in the event that realization of the assets is considered
unlikely.

Research and Development Costs
Research and development costs are expensed as incurred
Impairment of Long-Lived Assets

We review the recoverability of our long-lived assets, including building improvements, equipment and other intangible assets, when
events or changes in circumstances occur that indicate that the carrying value of the asset may not be recoverable. The assessment of
possible impairment is based on our ability to recover the carrying value of the asset from the expected future pre-tax cash flows
(undiscounted and without interest charges) of the related operations. If these cash flows are less than the carrying value of such asset,
an impairment loss is recognized for the difference between estimated fair value and carrying value. Our primary measure of fair value
is based on discounted cash flows. The measurement of impairment requires management to make estimates of these cash flows
related to long-lived assets, as well as other fair value determinations.

Advertising Costs

Advertising costs are expensed as incurred and are included as a component of selling, general and administrative expenses in the
accompanying Statements of Operations. Advertising costs were $766, $798 and $594 for the years ended July 3, 2004, June 28, 2003
and June 29, 2002, respectively.

Foreign Currency Translation

The activity of the Company’s foreign subsidiaries is translated into U.S. dollars in accordance with SFAS No. 52, “Foreign Currency
Translation”. Assets and liabilities are translated into U.S. dollars at current exchange rates, while income and expense items are
translated at average rates of exchange prevailing during the year. Exchange gains and losses arising from translation of the Japanese,
Spanish, German, and French subsidiary balance sheets are accumulated as a separate component of stockholders’ equity. Net
exchange gains (losses) resulting from foreign currency transactions amounted to $339, $(56) and $661 for fiscal 2004, 2003 and
2002, respectively, and are included in other income (expense).




Derivative Instruments and Hedging Activity

Candela enters into financial instruments to reduce its exposure to fluctuations in foreign exchange rates by creating offsetting
positions through the use of foreign currency forward contracts. The Company recognizes all derivative instruments as either assets or
liabilities in the statements of financial position and measures those instruments at fair value. Changes to the fair value of derivative
contracts that do not qualify for hedge accounting are reported in earnings in the period of the change. For derivatives that qualify for
hedge accounting, changes in the fair value of the derivatives are either recorded in shareholders’ equity as a component of other
comprehensive income or are recognized currently in earnings, along with an offsetting adjustment against the basis of the item being
hedged. Cumulative gains and losses on derivatives that have hedged our foreign operations and that have been recorded in other
comprehensive income as of July 3, 2004 and June 28, 2003 did not amount to a significant gain or loss.

The Company’s foreign currency forward contracts may involve elements of credit and market risk in excess of the amounts
recognized in the financial statements, The Company monitors its positions and the credit quality of counter-parties, consisting
primarily of major financial institutions, and does not anticipate nonperformance by any counter-party. The Company does not use
derivative financial instruments for trading or speculative purposes, nor is the Company a party to leveraged derivatives.

Revenue Recognition
Product sales — The Company recognizes revenue upon shipment of product to customers and the fulfiliment of all contractual terms
and conditions, pursuant to the guidance provided by SAB No. 104, Revenue Recognition in Financial Statements. Credit is not

extended to customers and revenue is not recognized until collectibility is reasonably assured.

Service - Revenue from the sale of service contracts is deferred and recognized on a straight-line basis over the contract period.
Revenue from service administered by Candela that is not covered by a service contract is recognized as the services are provided.

Multiple-element arrangements — In certain instances, the Company may sell products together with extended warranties or
maintenance contracts. The revenue recognized per element is determined by allocating the total sales price to each element, based on
the relative fair values.

Product Warranty Costs

The length of the Company’s warranty on end user sales of medical devices is generally one year on parts and labor except on the
Vbeam system, which carries a standard three-year warranty. An extended warranty is also available for purchase on all systems.
Distributor sales generally include a parts warranty only. Estimated future costs for initial product warranties are provided for at the
time of sale.

Comprehensive Income (Loss)

Comprehensive income (loss) is comprised of two components, net income (loss) and other comprehensive income (loss). Other
comprehensive income (loss) consists of translation adjustments, which represent the effect of translating assets and liabilities of the
Company’s foreign subsidiaries. Translation adjustments are shown net of tax of $167, $329 and $197 for fiscal years 2004, 2003 and
2002, respectively.

Earnings (Loss) Per Share

The following table provides share information used in the calculation of the Company’s basic and diluted earnings per share:
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For the years ended:
July 3, June 28, June 29,
(in thousands, except per share data) 2004 2003 2002
(Restaggd) (Restated)
20,083 - 20,106

During the years ended July 3, 2004, June 28, 2003 and June 29, 2002, options and warrants to purchase 497, 615 and 815 shares of
common stock, respectively, were not included in the computation of diluted earnings (loss) per share because they would have had an
anti-dilutive effect.

Dividends

The Company currently intends to retain future earnings for use in its business and, therefore, does not expect to pay dividends in the
foreseeable future.

Accounting for Stock-Based Compensation

In December 2002, the Financial Accounting Standards Board (“FASB”) issued Statement No. 148, “Accounting for Stock-Based
Compensation, Transition and Disclosure” (“FAS 148”). FAS 148 provides alternative methods of transition for a voluntary change to "~
the recognition of the cost of the options in the statement of operations. FAS 148 also requires that disclosures of the pro forma effect

of using the fair value method of accounting for stock-based employee compensation be displayed more prominently and in a tabular
format. Additionally, FAS 148 requires disclosure of the pro forma effect in interim financial statements. The transition and annual
disclosure requirements of FAS 148 were effective for fiscal years ended after December 15, 2002. The interim disclosure

requirements of FAS 148 are effective for interim periods beginning after December 15, 2002. The adoption of the provisions of FAS

148 did not have an impact on the Company’s consolidated financial statements; however, the Company has modified its disclosures

as provided for in the new standard.

The Company follows the provisions of FASB Statement No. 123, “Accounting for Stock-Based Compensation” (“FAS 123”). The k
provisions of FAS 123 allow companies to either expense the estimated fair value of stock options or to continue to follow the

intrinsic value method set forth in Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB

25”), but disclose the pro forma effects on net income (loss) had the fair value of the options been expensed. Candela has elected to
continue to apply APB 25 in accounting for its stock option incentive plans.

In accordance with APB 25 and related interpretations, compensation expense for stock options is recognized in income based on the
excess, if any, of the quoted market price of the stock at the grant date of the award or other measurement date over the amount an
employee must pay to acquire the stock. Generally, the exercise price for stock options granted to employees equals or exceeds the fair
market value of Candela common stock at the date of grant, thereby resulting in no recognition of compensation expense by Candela.
For awards that generate compensation expense as defined under APB 25, the Company calculates the amount of compensation
expense and recognizes the expense over the vesting period of the award.

Had compensation cost for Candela’s stock option plans been determined based on the fair value method set forth in FAS 123,

Candela’s net income (loss) and basic and diluted net income (loss) per common share would have been changed to the pro forma
amounts indicated below:
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For the year ended

July 3, June 28, June 29,
(in thousands, except per share data) 2004 2003 2002
(Restated) (Restated)
Net Income (loss), as reported 8 BI9 8 6814 5 (2154)
Add: Stock-based employee compensation expens: o
. _net income, net of related tax effects - — — —
Deduct: Total stock-based employee compensatipn expense determined ST T T
| _under fair value based method for all awards;net of tax effects | (780) (833) (1,196):
Pro forma net ncorte (fos9) "~ 7T S awmy sy gas)
Earnings (loss) per share =~ R o
. Basic-asreported 037 8§ 0.34 $ 0.11)
| Basic-proforma . 0.34 8 0.30 $ 0.17)
Diluted - as reported . - 036§ 033 8 (011
Diluted - pro forma 032 § 029 § 0.17)

In computing this pro-forma amount, the Company has used the Black-Scholes pricing model using the following assumptions for
options granted in fiscal years 2004, 2003, and 2002:

2004 2003 2002 ‘
risk-free interestrate .. - 0 125%  425% 519%
estlmated volatllxty B 80% 76% 78%
expected life for stock options (yrs). : T e X 5299 .. 365
expected life for stock purchase plan (yrs) 05 05
expected dividends “none” " none

Recent Accounting Pronouncements

In May 2003, the FASB issued Statement of Financial Accounting Standards No. 150, Accounting for Certain Financial Instruments
with Characteristics of both Liabilities and Equity (“Statement No. 150”). This statement establishes standards for how an issuer
classifies and measures in its statement of financial position certain financial instruments with characteristics of both liabilities and
equity. It requires that an issuer classify mandatorily redeemable financial instruments and other financial instruments that embody an
obligation of the issuer as liabilities. At inception, these liabilities shall initially be measured at fair value. Mandatorily redeemable
financial instruments and certain forward contracts in which both the amount to be paid and the settlement date are fixed shall be
subsequently measured at the present value of the amount to be paid at settlement, accruing interest cost using the rate implicit at
inception. Other financial instruments shall be subsequently measured at fair value. Additionally, mandatorily redeemable financial
instruments and certain forward contracts shall, on a prospective basis, reflect any amounts paid or to be paid to holders of these
instruments in excess of the initial measurement amount as interest cost. For financial instruments created before the issuance date of
Statement No. 150 and still existing at the beginning of the interim period of adoption, any changes between carrying value and fair
value or other measurement attribute provided for by this statement, upon adoption of this statement, shall be reflected as a cumulative
effect of a change in accounting principle. This statement is effective for interim periods beginning after June 15, 2003, On

November 7, 2003, the FASB deferred the aforementioned measurement provisions of Statement No. 150 for securities issued before
November 5, 2003. The adoption of Statement No. 150 did not have a material effect on the Company’s financial position or results of
operations.




In April 2003, the FASB issued Statement of Financial Accounting Standards No. 149, Amendment of Statement 133 on Derivative
Instruments and Hedging Activities (“Statement No. 149”). This statement amends financial accounting and reporting for derivative
instruments, including certain derivative instruments embedded in other contracts (collectively referred to as derivatives) and for
hedging activities under Statement of Financial Accounting Standards No. 133, “Accounting for Derivative Instruments and Hedging
Activities” (“Statement No. 133”) as a result of certain decisions made by the Derivatives Implementation Group. In addition, this
statement also clarifies the definition of a derivative. This statement is effective, on a prospective basis, for contracts entered into or
modified after June 30, 2003, and for hedging relationships designated after June 30, 2003, except for those implementation issues
previously cleared by the FASB prior to June 30, 2003. The provisions related to previously cleared implementation issues shall
continue to be applied in accordance with their respective effective dates. The adoption of Statement No. 149 did not have a material
effect on the Company’s financial position or resuits of operations.

In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable Interest Entities — an interpretation of ARB No. 51,
which was subsequently revised by the December 2003 issuance of Interpretation No. 46, (collectively referred to as “FIN 46 or the
“Interpretation”). FIN 46 provides guidance regarding the application of Accounting Research Bulletin No. 51, Consolidated
Financial Statements, specifically as it relates to the identification of entities for which control is achieved through a means other than
voting rights (“variable interest entities”) and the determination of which party is responsible for consolidating the variable interest
entities (the “primary beneficiary”). In addition to mandating that the primary beneficiary consolidate the variable interest entity, FIN
46 also requires disclosures by companies that hold a significant variable interest, even if they are not the primary beneficiary. Certain
financial statement disclosures were applicable immediately for those entities for which it was reasonably possiblie that the enterprise
would, upon adoption of FIN 46, consolidate or be required to disclose information about any variable interest entities. Additionally,
an enterprise with an interest in an entity to which FIN 46 had not been applied as of December 24, 2003, is required to apply this
Interpretation no later than the end of the first reporting period that ends after March 15, 2004. Application of FIN 46 for special
purpose entities was required no later than as of the end of the first reporting period that ends after December 15, 2003. The Company
performed a review of potential variable interest entities and concluded that as of July 3, 2004, Candela was not the primary
beneficiary of any material variable interest entities; and, therefore would not be required to consolidate those entities as a result of
implementing FIN 46.

Uncertainties

The Company is subject to risks common to companies in the aesthetic laser industry, including (i) the Company’s ability to
successfully complete preclinical and clinical development and obtain timely regulatory approval and adequate patent and other
proprietary rights protection of its products and services, (it) the content and timing of decisions made by the Food & Drug
Administration and other agencies regarding the procedures for which the Company’s products may be approved, (iii) the ability of
the Company to manufacture adequate supplies of its products for development and commercialization activities, (iv) the accuracy of
the Company’s estimates of the size and characteristics of markets to be addressed by the Company’s products and services, (v)
market acceptance of the Company’s products and services, (vi) the Company’s ability to obtain reimbursement for its products from
third-party payers, where appropriate, and (vii) the accuracy of the Company’s information concerning the products and resources of
competitors and potential competitors.

The Company depends on a single vendor for Alexandrite rods used to manufacture the GentleLASE. This product accounts for a
significant portion of total revenues.

2. Inventories

Inventories consist of the following:

July 3, June 28,
(in thousands) 2004 2003
(Restated)
wamatenals B R—
Work inprocess
Finished goods -

Total inventories, net
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3. Property and Equipment

Property and equipment consist of the following:

July 3, June 28,

(in thousands) 2004 2003

AAAAAAAAAAA (Restated)
Leasehold improvements U T T g A TS T 699
Ofﬁce furniture - 479 ‘ 454
‘Computers, software and other equipment i o TP e T 7518
9,391 8,671
Less accumulated depreciation " "l oon canoiovon (5985 0 0 5344
Property and equipment, net $ 3,406 $ 3,327

4. Guarantees

The Company’s products generally catry a standard one-year warranty, except for Vbeam products that typically carry a three-year
warranty. The Company sets aside a reserve based on anticipated warranty claims at the time product revenue is recognized. In
anticipation of actual warranty claims, the Company amortizes the reserve ratably over the life of the warranty thereby offsetting
actual warranty claims incurred. Actual warranty claims incurred and charged to product costs of sales during an interim period may
be more or less than the amount of amortized warranty reserve allocated against them. Factors that affect the Company’s product
warranty liability include the number of installed units, the anticipated cost of warranty repairs and historical and anticipated rates of
warranty claims.

The following table reflects changes in the Company’s accrued warranty account during the fiscal year ended July 3, 2004:

(in thousands)

Beginning balance on June 28,2003 - -0 S8 6,666
Plus accruals related to new sales 7,458
Less amortization of prior period accruals. . - - - - 5,867
Ending balance on July 3, 2004 3 8,257

The Company also offers extended service contracts that may be purchased after a standard warranty has expired. Service contracts
may be purchased for periods from one to five years. The Company recognizes service contract revenue ratably over the life of the
contract. Actual service contract expenses incurred and charged to service costs of sales during an interim period may be more or less
than the amount of amortized service contract revenue recognized in that period.

The following table reflects changes in the Company’s deferred service contract revenue account during the fiscal year ended July 3,
2004:

(in thousands)

Beginning balance on June 28,2003 . - ... ... 8 3,086
Plus deferral of new service cvon‘tract sales ’ 5054
Less recognition of deferred revenue ... ... g A e 4,188
Ending balance on July 3, 2004 4,055
5. Deferred Income
Deferred income consists solely of service contract revenue:
July 3, June 28,
(in thousands) ' N 2004 2003 )
Service contract revenue o8 4055 8 3,086
Less current portion v i 3,421 2,779
Long term portion of deferred income - .~ -~ 2§ o 634 - §+ 307

F-13




6. Debt, Lease and Other Obligations
Line of Credit

The Company has a renewable $10,000,000 revolving credit agreement with a major bank with interest at the bank’s base rate or
LIBOR plus 2.25 percent. Any borrowings outstanding under the line of credit are due on demand or according to a payment
schedule established at the time funds are borrowed. The line of credit is unsecured. The agreement contains restrictive covenants
limiting the establishment of new liens, and the purchase of margin stock. No amounts were outstanding under the line of credit as of
July 3, 2004 and June 28, 2003.

Subordinated Notes

In 1998, the Company issued eight-year, 9.75% subordinated term notes to three investors in the aggregate amount of $3.7 million,
secured by the assets of the Company. The notes were due in October 2006, and required quarterly interest payments. The Company
was required to make mandatory quarterly principal payments of $0.2 million, along with any unpaid interest, beginning on

January 31, 2002.

The notes permitted early repayment with a decreasing early redemption premium amount through October 31, 2004. The Company
repaid the entire debt on November 8§, 2002. As a result of the early repayment, the Company incurred a one-time charge of $0.7
million during the fiscal year ended June 28, 2003. This charge represents the unamortized balance of the fair value of common stock
warrants issued in conjunction with the original debt issuance ($0.4 million) and the early redemption premium. The cash paid was
calculated as follows:

Outstanding principal balance  * - " b 112,960,000
Early redemption premium 236,800
Interest for the period October 1, 2002 toNovember8,2002. " oo o 30,463
Total S 3,227,263

In conjunction with the repayment of the notes on November 8, 2002, two of the warrant holders exercised warrants to acquire
435,000 shares of common stock for $1,2 million.

Restricted Cash

A financing company used by Candela’s customers has limited recourse with Candela on a small number of product leases. As such,
Candela has placed approximately $0.3 and $0.1 million in restricted funds at this institution as collateral as of July 3, 2004 and
June 28, 2003, respectively. This restricted cash represents Candela’s entire exposure under these agreements.

Operating Lease Commitments

The Company leases several facilities and automobiles under non-cancelable lease arrangements. The facility leases may be adjusted
for increases in maintenance and insurance costs above specified levels. In addition, certain facility leases contain escalation
provisions based on certain specified criteria, and one lease calls for the payment of additional rent based on a percentage of gross
revenues above a base gross sales level for that particular location. These operating leases expire in various years through 2011, These
leases may be renewed for periods ranging from one to five years.

Our outstanding contractual obligations consist of the aforementioned leases and are reflected in the following table as of July 3, 2004:

(in thousands)

2005 s

1809
545
AT
384
Thereafter e 95

Total minimum lease payments s 3




Total rent expense was approximately $884, $1,100 and $1,043 in fiscal 2004, 2003 and 2002, respectively.
Royalty

In August 2000, the Company entered into an agreement to amend the license agreement with The Regents of the University of
California whereby in exchange for an exclusivity fee of approximately $1.7 million, which was prepaid in full, Candela obtained
exclusive license rights to the DCD (subject to certain limited license rights of Cool Touch, Inc. (“Cool Touch”)) in the following
fields of use: procedures that involve skin resurfacing and rejuvenation, vascular skin lesions, and laser hair removal. Cool Touch, a
subsidiary of New Star Technology, Inc. obtained a license to the DCD on a co-exclusive basis with Candela, in certain narrower
fields of use. Cool Touch is restricted in its ability to assign its license rights to certain existing competitors of Candela. Candela is
entitled to one-half of all royalty income payable to the Regents from Cool Touch. Under the amended agreement, Candela no longer
is required by the Regents to negotiate sublicenses to third parties. However, Candela is entitled to one-half of all royalties due from
any other entity that licenses the DCD technology from the Regents in other fields of use. The Company recognized royalty expense
of $2.6 million and $3.4 million for fiscal 2004 and fiscal 2003, respectively based on the license agreement with the Regents. In fiscal
2003, the Company recognized royalty income of approximately $0.3 million which related to royalties earned since the August 11,
2000 settlement agreement with the Regents of the University of California and New Star Technology, Inc. No royalty income was
recognized in fiscal 2004.

7. Stockholders’ Equity

Stock Plans

1990 Candela Corporation Emplovee Stock Purchase Plan

The 1990 Employee Stock Purchase Plan (the “Purchase Plan™) provides for the sale of up to 1,500,000 shares of common stock to
eligible employees. The shares are issued at the lesser of 85% of the average market price on the first or last day of semi-annual
periods. Substantially all full-time employees are eligible to participate in the Purchase Plan. At July 3, 2004 there were 755,286
shares available for sale.

The following is a summary of shares issued under the Purchase Plan:

Range of
Shares Price per share

2002 X L e e s i 6399§8~ e ‘$l,'7,,5
2003 49,724 $2.35-$2.65
3004 ST T T TT7956  §5.00-88.00

1985, 1987, 1989 and 1998 Candela Corporation Stock Option Plans

The 1985, 1987, 1989 and 1998 Stock Option Plans (the “Stock Option Plans™) provide for the granting of incentive stock options to
employees for the purchase of common stock at an exercise price not less than the fair market value of the stock on the date of grant.
The Stock Option Plans also provide for the granting of non-qualified stock options.

The Board of Directors has terminated the granting of options under the 1985, 1987 and 1989 Stock Option Plans. Options granted
under the 1998 Stock Option Plan become exercisable on the date of grant or in installments, as specified by a Committee established
by the Board of Directors, and expire ten years from the date of the grant. The maximum number of shares for which options may be
granted under the 1998 Stock Option Plan was increased from 2,500,000 to 3,300,000 in fiscal 2003, and from 3,300,000 to 5,300,000
in fiscal 2004,



1990 and 1993 Candela Corporation Non-Employee Director Stoék Option Plans

The 1990 and 1993 Non-Employee Director Stock Option Plans (the “Non-Employee Director Plans,” collectively with the Stock
Option Plans, the “Plans”) provide for the issuance of options for the purchase of up to 180,000 and 240,000 shares of common stock,
respectively. Under the Non-Employee Director Plans, each director who is neither an employee nor an officer receives a one-time
grant of an option to purchase 20,000 shares of common stock at an exercise price equal o the fair market value of the common stock
on the date of grant. Under the 1990 and 1993 Non-Employee Director Plans, options become exercisable in equal amounts over a
period of four and two years, respectively. Shares under the Non-Employee Director Plans expire four and ten years, respectively,
after the date of grant and are nontransferable.

The following is a summary of stock option activity under the Plans:

Weighted Avg.
Number of Exercise Price
Shares Option Price per Share

Balance at June 30,200 Sy B0 OB
Granted. - oo L s T e 563134008 331 8
Exerc1sed v o (167,120) § 1.57 §
Cancéled 1 7 LTI L I 300 588) § 602§
2,317,224 .8
972,032 467 8
,082,064) 463 -§
- 149,270 ) } 8
12,057,922 3
C QS JEEE S TR OU S IR e 71,038,560~ § s
Exercised R (928, 730) $ 3
Canceled -+~ et o sl (58 410) $ 8
Balance at July 3, 2004 2,109,342 8

—————

i ,}1..’6 ,

Optxons available for grant at uly 3, 2004 -

The following table summarizes information about stock options outstanding under the Plans as of July 3, 2004:

OPTIONS QUTSTANDING OPTIONS EXERCISABLE
Weighted
Average Weighted Weighted
Range of Remaining Average Average
Exercise Number Contractual Exercise Number Exercise
Prices Outstanding Life (yrs) Price Exercisable Price

.394,532
281,206

196,874

" 2,109,342 i . BT L ' S ot 872,612,

Reserved Shares

The Company has reserved 3,315,568 shares of common stock for issuance under its Purchase, Stock Option, and Non-Employee
Director Plans.
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8. Income Taxes

The components of income (loss) before income taxes and the related provision for (benefit from) income taxes consist of the

following (in thousands):

For Years Ended

July 3,
2004

June 28,
2003

June 29,
2002

Income (loss) from continuing operations before income taxes:

Domestic 8 1280

_ Foreign

2,218

$

9701 §

e

_(3,065)
1,233

3 15,008

3

11,343 §

(1,832)

Loss from drscontrnued operanons before mcome taxes

Provision for (benefit from) income taxes: .

‘ Current provision: e
Federal
State

B SOt O
e 238
~ Foreign ' e 552

(1468) 8

o L84l s

99

. (964)
T (1,391)

864

Total current provrslon for (beneﬁt from) mcome taxesr_b 0l

2,379“.;.,_ va e s v e

Deferred provision (benefit)

F‘?deral o e o 43

682

(527)

_(115)

| Total provision for (benefit from) income taxes. h e 3 3,158 8§

3,061 3

(642)

The components of the Company’s deferred tax assets consist of the following (in thousands):

July 3,
2004

June 28,
2003

Warranty reserve i owo o g ge]

3

2,464

Inventory valuationreserves . 509

Restructuring reserve , R ST 193

Deferred Revenue

Pre-openingexpense oo —_ 2
(12)

Other

Deferred tax assets

8 5914 -$

745

1,593 '5
Federal and state tax credit carryforwards ~~ ~ ~ © U391 T 300
Bad debt reserve I . . 479

4,760

A reconciliation from the federal statutory tax rate to the effective tax rate is as follows:

July 3, June 28,

2004

2003

June 29,

2002

Statutoryrate
State income taxes

1%

Difference between foreignand US taxrates .~ (Y%

Benefit from foreign sales credits B o o 3y
Increase (utilization) of deferred tax assets ... .. . .ol ==

Othe B e T

34%

1%

W%

34%

@

(16)%

4%

1%,

Effectivetaxrate 30%

31%

23%




As of July 3, 2004, the Company has no valuation allowance against the deferred tax asset. In accounting for the deferred tax asset, the
Company has relied on historical data to determine the necessity of providing a valuation allowance for this asset. Under the
requirements of SFAS No. 109, “Accounting for Income Taxes”, Candela believed it is more likely than not that the deferred tax asset
would be fully utilized against fature income taxes. At July 3, 2004, the Company had available research and development tax credits
of approximately $321,000 for state income tax purposes that will begin expiring in fiscal year 2006.

9. Segment, Geographic and Major Customer Information

The Company operates principally in one industry segment: the design, manufacture, sale, and service of medical devices and related
equipment. The results in this segment have been presented in the Consolidated Statements of Operations for the appropriate periods.
Candela Corporation has no single customer that represents a significant portion of revenue during the periods presented.

Geographic data

Geographic information for fiscal 2004, 2003 and 2002 is as follows (in thousands):

2004 2003 2002
_.(Restated)

Revenue:’” .
United States
- “Intercompany -

" 36,656
14,362

50,663 s

Spam

.Germany _,
. France 826

Ehmmatlon (14,362)
-~ Consolidated total CU e 58,688

Income (loss) from operations: ~ *i i
o Unlted States T T e

€0 ap
Umted States

“ ‘Consolidated total

United States revenue includes export sales to unaffiliated companies located principaily in Europe and in the Asia-Pacific region,
which approximated $19.7, $12.9 and $10.7 million in fiscal 2004, 2003 and 2002, respectively.

10. Employee Benefit Plans
The Company offers a savings plan which allows eligible U.S. employees to make tax-deferred contributions, a portion of which are

matched by the Company. Company contributions vest ratably with three years of employment and amounted to $224, $167 and $184
thousand in fiscal 2004, 2003 and 2002, respectively.




11. Discontinued Operations

On September 27, 2003 management initiated a plan to close its only remaining skin care center. The closure is accounted for as a
discontinued operation in accordance with Statement of Financial Accounting Standards (“SFAS”) 144 “Accounting for the
Impairment or Disposal of Long-Lived Assets™ and SFAS 146 “Accounting for Costs Associated with Exit or Disposal Activities”. As a
result, in the fiscal quarter ended September 27, 2003, the Company recorded a $2,095 charge for the accrual of $3,000 of future
occupancy costs, primarily relating to future lease payments for the Boston facility, and $348 of severance obligations and other
related costs of closure, net of anticipated tax benefits of $1,253. Approximately 45 positions have been eliminated as a result of this
restructuring plan, and 44 employees have been terminated as of July 3, 2004. In addition, all prior period financial statements have
been restated to reflect skin care centers operations as discontinued.

During the quarters ended December 27, 1997 and June 30, 2001, the Company recorded combined restructuring charges of
$3,721,000 resulting from management’s decision to close the skin care center located in Scottsdale, Arizona. During the three month-
period ended December 29, 2001, the Company secured a sublease for the Scottsdale facility. Per the sublease agreement, the
sublessee will pay all costs associated with the facility through the end of the lease term ending June 2006. As an incentive to the
sublessee, the Company agreed to pay eight months of rent during the life of the sublease. The sublessee commenced making
payments to the landlord on behalf of the Company on April 1, 2002.

As a result of the sublease, the Company revised the estimate of future costs assoctated with the Scottsdale facility and, in the quarter
ended March 30, 2002, reversed $693,000 of the restructuring reserve which represents primarily the amount of future contractual
sublease payments as well as revisions to the net realizable value of certain leasehold improvements.

The following table reflects the restructuring charges incurred during fiscal years 2002, 2003 and 2004:

Leasehold
Improvements
Payroll & and Fixed Facility
(in thousands) Severance Assets Costs Total
BalanceatJune30,2000 o - § 178 § 841 § 670 $ 1,68
Reduction of reserve due to cashpayments .~ . .- (60) . — (18) = (245)
Non-cash amortization . T 92y = (192)
Establishment of reserve due to closure of the - S Con
Scottsdale facility o - (6) - (239) (448) (693)

BalanceatJune29,2002 - . - 112 410 37 559
Reduction of reserve due to cash payments - &y — 2y (%)
Non-cash amortization o — (106) — (106)
BalanceatJune28,2003 s 3% 25 31
Reduction of reserve due to cashpayments (A7) a5 @Ol)  (624)
Non-cash amortization - o oo (18 (09 . o~ 0
Additions to reserve due to closure of the Boston
facility 139 124 3,085 3,348
Balance at July 3,2004 s os 197 s 2809 s 3,006
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At July 3, 2004, the discontinued segment had a net liability of approximately $3.6 million consisting primarily of the aforementioned
reserve of $3.0 million and deferred gift certificate revenue of $.8 million partially offset by fixed assets of approximately $.2 miltion.
Revenues for discontinued operations were $0.4 million, $2.1 million and $2.9 million for the fiscal years 2004, 2003 and 2002,
respectively.

12. Legal Proceedings

The Company has an Amended and Restated License Agreement (the “License™) with The Regents of the University of California
(“The Regents”) pursuant to which the Company licenses certain patent rights to its dynamic cooling device (“DCD”) from The
Regents. The Company sells its DCD as a component part of its Smoothbeam (®) laser system and as an accessory to its other laser
systems. In April of 2004, The Regents issued a notice of default under the License, asserting, among other things, that the Company
is in breach of the License for the alleged failure to make required royaity payments and to make required disciosures. The Regents’
April notice asserted that the total underpaid royalties, interest and other charges for the period from August of 2000 through
September 2003 are $1,128,000. The Regents issued a subsequent notice of default, dated June 30, 2004, relating to the quarterly
periods ended December 27, 2003 and March 27, 2004, for which The Regents asserted that the Company underpaid royalties
amounting to $1,350,000. The Company and The Regents differ in their respective interpretations of which products sold by Candela
give rise to a royalty-bearing obligation to The Regents. The Company believes it has made all payments it was required to make.

Under the License, disputes are to be settled by binding arbitration through a mutually acceptable single arbitrator. On June 14, 2004,
the Company filed a Demand for Arbitration to adjudicate the differing interpretations of the License Agreement held by the Company
and The Regents. On July 8, 2004, The Regents filed their response and counterclaim for breach of contract and declaratory relief.
Candela deposited approximately $1.0 million in June, and an additional $1.0 million in August of 2004, into an escrow fund to be
paid in whole or in part to the Company or The Regents as determined by the arbitrator. As a result of the establishment of the escrow
fund, The Regents will not terminate or purport to terminate the License Agreement based on any alleged breach by Candela related to
any matter now before the arbitrator. The $1.0 million deposited in the escrow fund in the fourth quarter of fiscal 2004 has been
included in Other Assets on the 2004 balance sheet, and no expense has, or will be recorded with respect to the escrow fund or any
associated contingent liability while the matter is being arbitrated. A final decision of the arbitrator in this matter is presently expected
to be delivered during the second quarter of fiscal 2005.

13, Asset Acquisition

On January 8, 2003, the Company acquired substantially all of the assets of Applied Optronics, the diode division of Schwartz
Electro-Optics, Inc., for approximately $1,200,000 in cash. Applied Optronics was a leading manufacturer of high-powered, pulsed
and CW lasers, and was a component supplier to the OEM market that serves a variety of industries including the military, medical,
industrial, research and robotics fields. Applied Optronics was the lead supplier of the diodes for the Company’s Smoothbeam diode
laser system. In accordance with SFAS No. 141 “Business Combinations,” the Company records acquisitions under the purchase
method of accounting. Accordingly, the purchase price is allocated to the tangible assets and liabilities and intangible assets acquired,
based on their estimated fair values.

The asset acquisition consisted primarily of fixed assets, including production and office equipment, and inventory located at the
division’s facility in New Jersey. The acquisition increased the Company’s net Property and Equipment by approximately $800,000
and Inventory by approximately $400,000. For the period from January 8, 2003 to June 28, 2003, the Applied Optronics operation
generated approximately $1,196,000 in revenue from diode sales to third-party customers. During fiscal 2004, the Applied Optronics
operation generated approximately $466,000 in sales to third-party customers.
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14. Quarterly Results of Operations (unaudited)

Quarter .
2003 First Second Third Fourth
(Restated) -
Revenues e T R 13244 87 18,028 21,440 § 25,939
Gross proﬁt 6,644 896 10,997 . 13,412
Net income from contmumg operatrons AT T 960, 806 286 3 225
Loss from drscontmued Skin Care Cent (226) (336) » (216) (235)
Net income ‘ e 7340 470 12,620 2,990
Earmngs (loss) per comrnon share
" Basic: -
} Income from contmumg operanons
~Loss from discontinued operations. .
___Netincome
" Diluted: :
Income from contmumg operatlons )
Loss from drscontmued operations. -
Net income

008 $ o004 s 014 s 006
200D):s . (002) 8 (00 S (0.01)
.04 $ (002 8 0138 015

1 0.04 s 014 $ 015
_0.02) S ©o1) §  (0.01)

'004 $ T 002 s T o3 s 0.14

Quarter
2004 First Second Third Fourth

18686 8 . 23898 § 27650 $ 34204

e
9312 12,247 13,978 17,628

Gross PrOﬁ ,,,,,, LA Tt s A

Net income from continuing operations’ " @ ULt 17900 2441 1,960 4321
Loss from dlscontmued Skin Care Center operatrons (298) — — —
Loss on closure of Skin Care Center SEEEY BT e

Net income (loss)

Eammgs (loss) per common share

(603 2dal 19 43

~ Income from continying operations - 008 S 011 $ 009 § 020
Loss from disco myed operations ©.11) - = T
Net income (loss) . (003)'$. 011 $ 0.09 § 0.20
. Diluted:
. Income from continuing operations’
~ Loss from discontinued operations
_ Net income (loss) o

L0078 oo 011 8 009 S8 019

, ©i = — -
.f(003)$ " 01l $ 009 $ 019,
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Description

SCHEDULE I1

CANDELA CORPORATION
VALUATION AND QUALIFYING ACCOUNTS
For the years ended July 3, 2004, June 28, 2003 and June 29, 2002

COLUMN A COLUMNB COLUMN C
Balance at Additions Deductions
Beginning Charged to from
of Period Income Reserves

COLUMND
Balance at
End of
Period

Year ended

June 29,2002 (Restated). . ..~
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